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Towards European Monetary Union (Preface to the Third Edition) 

The editor is pleased that the second edition quickly is followed by a third one which 
covers one more additional aspect at the end of the book - that of the "demand for 
money and currency substitution in Europe" which deals with the question to which 
extent factors due to currency substitution have affected German demand for money. 
The Bundesbank's reading of recent empirical analysis is that for its own policy stance 
currency substitution in the private sector is of minor importance. However, the DM - 
as noted by the Bundesbank itself - plays an increasing role in Eastern Eurof^. 
Currency substitution is confirmed by money demand functions which show a 
significant negative sign for the expected depreciation rate and the foreign interest rate. 
If domestic and foreign money are substitutes a rise of the opportunity cost of holding 
domestic money balances should reduce the demand for money. Since the expected 
depreciation rate cannot be observed expectations have to be modelled. It is, however, 
uncertain whether or not the exchange rate regime - e.g. defined by the width of the 
parity band - is affecting expectation formation. A broader parity reinforces the 
"random walk case" of exchange rate developments such that short-sighted 
governments will not have to fear the sanction of currency depreciations. It is, 
however, doubtful that capital markets and currency markets are efficient in a strict 
sense. 

Renewed national monetary policy autonomy in countries with greater exchange 
rate flexibility and less pressure to follow the credible anti-inflation course of the 
Bundesbank and - after its independence - of the Banque de France is not without costs 
since higher nominal and real interest rates are faced by inflation-prone countries as 
well as countries which have a track record of frequent (and strong) currency 
depreciations. The interest rate premium vis-^-vis German interest rates is considerable 
in some EU countries, and with increasing financial liberalization in the course of the 
single EU market the premium could rise further. The single EU market in effect is 
reinforced by deregulation and major privatizations in EU countries which raise the 
pressure to achieve competitive rates of return by exploiting investment opportunities 
abroad. High nominal interest rates have negative welfare effects because they reduce 
the real demand for money, and higher real interest rates reduce investment and output 
growth. For some countries high nominal interest rates can hardly be avoided - the 
choice is between short term rates and long term rates. Fearing a currency depreciation 
interest rates are raised by the monetary authorities in order to attract higher short-term 
capital inflows, or a currency depreciation is accepted, but this raises fear of rising 
inflation and thus drives up long term interest rates. With the unfolding of the single 
EU market dynamics more and more goods and services are tradables such that 
exchange rate movements will affect an even broader range of goods and services. 

With Austria, Finland and Sweden as new member states, the EFTA 
enlargement of 1995 adds three small open economies which have an impressive record 
of price stability and full employment - except for recent events in Sweden and 
Finland. The latter strongly suffered from the implosion of the former USSR and the 
disintegration of the CMEA; while Finland would have met the Maastricht criteria in 
1990 its performance with respect to deficit-GNP ratios and even debt-GDP ratios of 
1994 violated the threshold values for membership in an EU monetary union. This 
shows how fast external shocks can change the macroeconomic performance for worse. 
By contrast, Ireland's policy record of the early 1990s shows a dramatic improvement 
in the debt-GDP figure. Major problems remain in Italy which, however, after a steep 
fall of the Lira in 1993/94, showed an impressive export boom which suggests that a 
real depreciation is effective in improving the trade balance in the medium term. 
However, currency depreciation means major financial losses for foreigners who had 
invested in Italian bonds; financial investors will require higher real interest rates to 
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compensate for the exchange rate risk. For Spain similar problems are relevant, except 
that Spain attracts much higher foreign direct investment inflows than Italy. Since a 
considerable share of Spain's inward foreign direct investment stock is from non- 
devaluing EU partner countries - Germany, the Netherlands and France - a currency 
depreciation stimulates further FDI inflows from these countries as German, Dutch and 
French firms will try to maintain export markets by expanding the production base in 
Spain. Attacting FDI inflows as a consequence of a depreciation is a rather favorable 
endogenous market response since the output potential is increased; countries which 
have only a small stock of inward FDI would have to rely more on short term capital 
inflows and a reduction of domestic absorption. 

Since it is more difficult to increase internal price flexibility than to devalue a 
currency (and accept the rise of interest rates and the consequences for investment and 
government debt) depreciation is an important instrument for countries with unsolved 
social conflicts - both high and sustained deficit-GNP ratios and high inflation rates are 
indicative of such problems. With the newly established political independence of 
central banks in the EU there are reduced options of cutting the debt burden via an 
inflationary policy. Thus the need to reduce public expenditures, to generate extra 
revenues via privatizations and to raise taxes is increasing in some EU countries. The 
ultimate test for EMU membership remains, however, the ability to restore full 
employment in the Community. I^is challenge is not too difficult a problem if 
regionally differentiated incentive compatible contribution rates to the unemployment 
insurance scheme would be applied - i.e. higher rates for regions with high 
unemployment rates and above average unemployment duration. With stable North- 
South unemployment differentials - e.g. as in the context of Italy, Germany or the UK 
- uniform contribution rates are simply a hidden regional transfer mechanism. 

Wage policies in small open economies are less difficult to gear towards a path 
consistent with low inflation rates than big economies for which the home market is 
dominating. Firms from small open economies typically are price takers in world 
markets so that firms will strongly reject wage claims exceeding productivity gains. In 
big countries (big) firms will be inclined to accept higher nominal wage claims less 
reluctantly because each firm anticipates that other firms in the industry will face 
similar wage pressures which will translate into increasing market prices at home - thus 
effectively reducing the pinch of generous nominal wage hikes. This mechanism is 
important for the enlarged EU because enlargement further lifts the share of 
intraregional trade in the EU so that the EU becomes more like a big economy which is 
rather closed towards the rest of the world. Therefore low inflation rates in a monetary 
(European) union will become more difficult to achieve than a low average EU 
inflation rate in the mid-1990s; or, to put it differently, the same low EU inflation rate 
in a monetary union can only be achieved if the monetary constitution is very firmly 
designed in a way that emphasizes the priority goal of price stability. To fully 
implement such emphasis will, however, be impossible if looming political conflicts - 
such as inflation versus unemployment - are fac^ in many EU member states. For this 
reason it is very important to solve the unemployment problems in western Europe, 
where governments and peoples have become used to non-clearing labor markets. 

Germany which suffered from a transitory increase in public deficits in the 
context of German unification faces more favorable prospects since high (even double 
digit) economic growth in eastern Germany contributes to overall German growth and 
raises present and future tax revenues. Moreover, the inflation rate in Germany 
declined to below 3 % in early 1995 such that the Bundesbank's policy credibility is 
strengthened. The inflation rate in neighboring France is still lower and indeed the 
lowest in France in more than three decades, but France is facing the problem of 
double digit unemployment rates which impairs prospects for economic growth and 
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thereby causes convergence problems between Germany and France. Fragile financial 
market institutions (e.g. CL in France; Baring case in the UK) could undermine 
confidence of investors in various currencies. Finally, political stability is important as 
is clearly shown by the fall of the Italian Lira in early 1995 when the Dini government 
was coping with the legacy of the Berlusconi government that had emerged out of a 
shatter^ system of political parties in Italy. Spanish developments point to the 
importance of stable government, too, but the Spanish peseta fell victim to the 
"network effect" of devaluation. With the Italian lira falling for political reasons and 
the prospects for Italian exports rising speculative pressure on the Spanish peseta built 
up - not least because Spanish export segments strongly overlap with major Italian 
exports of goods and services. What holds for Spain with respect to Italy is true mutatis 
mutandis for Portugal with respect to Spain, so that the Peseta devaluation (by 7%) of 
March 1995 was accompanied by a 3.5% devaluation of the escudo. Nevertheless, 
Spain entered the wide 6% ERM band in June 1989 and managed to stay in the ERM, 
while Sterling entered (with the same band) in October 1990, but left in September 
1992 - together with the Lira. The Escudo which entered the ERM in April 1992 with 
the wide 6% ERM band also stayed in the ERM. The Peseta looks weak with respect to 
the series of devaluations: September 1992 by 5%, Nov. 1992 (together with the 
escudo) by 6%, in May 1993 by 8% and in March 1995 by 7% (escudo by 6.5% in 
May 1993 and 3.5% in March 1995). Both relatively high inflation rates as well as 
devaluations in major competing countries ~ Italy in the case of Spain - force 
devaluations upon a country. The Irish pound in turn is bound to suffer if the British 
pound's rate is falling (the Irish pound was devalued by 10% in February 1993). As the 
UK is Ireland's major trading partner a falling pound drives up prices of imported 
consumers goods from Britain which creates wage pressure and raises prices of 
imported intermediate inputs as well as investment goods from the UK; this implies a 
deterioration of Irish export price competitiveness, and a similar mechanism applies to 
Ireland's exports side. The rising intra-EU trade network which is fostered by the 
single market dynamics implies major problems for currency union if major EU 
countries are not participating. France, Germany, the Benelux countries plus Austria 
might be a viable core of a currency union, but for France it would be difficult to see 
Italy and Spain staying out. 

On top of the trade network problems in the EU there is the DM-dollar 
problem, namely that an international excess supply of dollars (e.g. triggered by the 
Mexican tequila shock of 1994/95 when Mexico and other Latin American central 
banks sold dollars to stabilize their respective currency) translates into an uneven excess 
demand for EU currencies. Given the disparity of countries, monetary stability records 
and internationalization of industries, the DM is the preferred currency in Europe. This 
well-known fact could be reinforced by German unification which tends to bring about 
a revaluation of the DM in the long term. 

Widening the ERM bands to 15% in August 1993 has not brought greater 
stability to the EMS. However, widening the parity band certainly is useful in a period 
of tremendously increased capital mobility. A transitory stage towards monetary union 
could be that all EU countries join the exchange rate mechanism, but choose different 
band classes: class a which is zero, class b which is 6% and c which is 15%; it is 
doubtful that east European countries could join the club in the 1990s. The formation of 
a core monetary union is likely to be accompanied by a devaluation of the currencies of 
countries staying out. This will generate pressure for political reforms. 

Conflicts over policy priorities and diverging economic performance will make 
the 1996 intergovernmental conference ("Maastricht 11") a difficult issue. This 
conference will not only face Franco-German differences in economic policy stances 
but more fundamental ones between the western European continent and the UK. From 
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an economic point of view the main reason not to advance quickly with the monetary 
union project is the stubbornly high unemployment rates in EIF countries which implies 
that the inception of EMU would be burdened with a conflict of full employment versus 
price stability. Before establishing monetary union - preferably within a small group of 
EU countries at first - labor market equilibrium should be restored. The German 
government is reluctant to surrender the DM for a future ECU of unproven stability 
(the ECU lost 20% vis-k-vis the DM in the two decades after 1979). 1997 is unlikely to 
be the date for EMU since only indulgent reading of the convergence criteria could 
bring about such an early switch to monetary union in the EU. For a well prepared 
EMU 1999 could be the magic date for countries in which low inflation, reduced 
unemployment and broad political consensus provide a basis to move towards stage HI 
of the EU*s monetary integration process. 

The Maastricht Treaty is strict in the convergence criteria for the inflation rate 
(not more than 1.5 percentage points above the inflation rate of the three best countries) 
and the nominal interest rate (not more than two percentage points above the three 
countries with the lowest inflation rate); however, there is discretion with respect to the 
fiscal convergence criteria (debt-GNP rate not higher than 60%) and the deficit-GNP 
rate (not higher than 3%). Countries which violate the fiscal convergence criteria but 
have shown strong progress in bringing down the respective indicators could be eligible 
for monetary union. In a strict sense Germany and Luxembourg were the only countries 
fulfilling the convergence criteria in 1994, but the EU convergence report concluded 
that Ireland's progress in bringing down the debt-GNP ratio could be interpreted as 
being compatible with the debt-GNP convergence criterion. The fifth criterion for 
entering monetary union is that no devaluation - referring to ERM currencies within the 
standard margin - should have occurred at the initiative of the respective country. With 
the 15% margins having silently become the new standard margins, the convergence 
criteria indirectly became softer than initially. It would be useful to restore a more 
narrow margin for at least a minority of countries soon. It is unlikely that 1997 could 
be the date ("X") for starting monetary union because the required majority of 
countries will probably not fulfill the five criteria. 1999 could bring monetary union of 
a minority of EU countries whose currencies would then constitute the new ECU (it 
will have the same value as the old ECU). Switching to the ECU - so far a basket of 
EU currencies with an interest rate on ECU bonds much above DM denominated bonds 
- has to be prepared for both the banking system and the private sector where it seems 
clear that a big bang would be appropriate. While banks and firms should be able to 
switch to the new currency on date X, old and new notes and coins could circulate for 
about a year in parallel. One major challenge remains unsolved: interest rates on the 
new ECU should be lower or close to DM interest rates at date X - this implies that 
only a small group of EU countries would start with EMU. Otherwise banks, firms and 
private households holding assets in DM could suffer a loss of monetary wealth, 
following an interest rate increase, which would make the ECU unpopular in Germany, 
the Netherlands and Austria in particular (lower profit taxes as a consequence of 
depreciations on assets held would be a secondary problem). Those tidng out 
mortgages for building homes should be alerted to the problems of switching to the 
ECU so that monetary union will not lead to redistributions of income and wealth in the 
EU. Compensating tax rules might be considered, but indeed there is the challenge to 
choose the date and the policy approach for the European System of Central Banks in a 
way that brings down interest rates to the DM level. The German Ministry of Finance 
should start issuing "basket bonds" which will contain several varieties of low EU 
inflation currencies so that market participants have an option to buy long term bonds 
whose value will not fall at date X. EMU has to be prepared technically, politically and 
economically. Potsdam, March 1995 Paul JJ. Welfens 




Preface to the Second Edition 

The European Monetary System emerged as an attempt to save some of 
the positive features of the Bretton Woods System which in turn started out as a 
kind of gold standard in which the US dollar replaced gold. Fixed exchange 
rates were considered to be beneficial for the growth of trade and international 
investment, but also to allow a smooth financing of cyclical or structural 
balance of payments disequilibriums. From its start in 1979 to 1989 the EMS 
worked rather well although the system initially learned only from crises (e.g. 
in 1983 the franc devaluation). With German unification in 1990 the EMS faced 
a new challenge because the Bundesbank faced difficulties in controlling the 
money supply and maintaining low inflation rates. Until unification the 
Bundesbank's DM (no. 2 in world currency markets) provided the anchor of the 
system - in the sense that German interest rates were the bottom of EC interest 
rates and that Germany's inflation rate was always among the lowest in the EC - 
and most EC central banks deliberately followed the Bundesbank's policy. In 
1990 the UK joined the European Exchange Rate System at a unilaterally set 
exchange rate which was to last only until the autumn of 1992 when the EMS 
faced a tough crisis because of increased misalignment caused by divergent 
inflation rates in the EC and by speculation about the failure of the Maastricht 
Treaty. The first Danish referendum on the EC turned out negative by a 51:49 
margin of no-votes so that the whole ratification process seemed to be 
endangered - with a pending case before Germany's Constitutional Court the 
Maastricht Treaty still faces an uncertain fate at the time of this writing. The 
Maastricht Treaty was signed on February 7, 1992 and swift ratification (within 
one year) was expected for a treaty which radically changed the Rome Treaties 
of 1957. The Maastricht Treaty states in Article B: 

The Union shall set itself the following objectives: - to promote economic and 
social progress which is balanced and sustainable, in particular through the 
creating ^ an area without internal frontiers, through the strengthening of 
economic and social cohesion and through the establishment of economic and 
monetary union, ultimately a single currency in accordance with the provisions 
of this Treaty,,, The objectives of the Union shall be achieved as provided in this 
Treaty and in accordance with the conditions and the timetable set out therein 
while respecting the principle of subsidiarity as defined in Article 3b ('"In areas 
which do not fall within its exclusive competence, the Community shall take 
action, in accordance with the principle of subsidiarity, only if and in so far as 
the objectives of the proposed action cannot be sufficiently achieved by the 
Member States and can therefore, by reckon of the scale or effects of the 
proposed action, be better achieved by the Community”), 

Article 4a states: A European System of Central Banks (hereinafter referred to 
as "ESCB”) and a European Central Bank (hereinafter referred to as ”ECB”) 
shall be established in accordance with the procedures laid down in this Treaty: 
they shall act within the limits of the powers conferred upon them by this Treaty 
and by the Statute of the ESCB and of the ECB .,, annexed thereto. 

The Maastricht Treaty envisaged nothing less than the creation of a 
common central bank and an EC currency by the late 1990s, and this itself 
would be a radical change for people and governments in Europe who were 
used to having their own national currency (plus central bank) and pursuing 
national monetary policies for the sake of national policy goals - including 
inflationary war financing. 
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The Maastricht negotiations already showed that the EC 12 club could not 
achieve consensus. The British government obtained the concession that the 
Protocol on Social Policy should not apply to the UK and Northern Ireland. 
Policy preferences were obviously too divergent in the field of social policies, 
where the British position was in favor of maintaining full national autonomy 
and rather weak social policies which should translate into lower total wage 
costs - an important advantage for the UK as an investment location. Danish 
voters at the other extreme were afraid that Maastricht would undermine the 
mainly tax financed extensive social benefits. For opposite reasons the British 
and the Danish government were weak supporters of the treaty whose ratifica- 
tion seemed to be cleared after the positive second Danish referendum in 1993. 

It is an open question whether a European Monetary Union with a 
common central bank could really work in a system of weak political 
integration. Does a technically functional EC central banking system need 
support in the sense that efficient intra-EC political clearing mechanisms have to 
be established so that the ECB would not face the risk to come under political 
fire from all sides in both recessions and inflationary periods? What were the 
reasons of the EMS crisis of 1992/93; what have European governments learned 
from this and is monetary integration really complementary to EC real integra- 
tion (integration of goods markets and factor markets); which main international 
aspects of EMU are to be considered? Paul Welfens looks into these issues in 
the first chapter. Randall Henning expands on some of the issues raised. 

Michael Klein's focus is on the long term developments in the EMS 
which went through several stages of turbulence and tranquility. The paper 
analyzes the relationship between economic liberalization and macroeconomic 
coordination. Vittorio Grilli's comments on this paper take into account the 
asymmetries of EC currencies as imperfect substitutes to the dollar. Karl Otto 
Pohl as the president of the Deutsche Bundesbank when he presented a dinner 
speech at the AICGS and published the article Basic Features of a European 
Monetary Order provided a clear-cut description of the required pillars of a 
viable EC integration (it is no secret that Mr. Pohl has favored starting EC 
monetary union as a smaller club of EC member countries). The successor of 
his successor, Mr. Tietmeyer is now heading the Deutsche Bundesbank through 
a period of German and EC political turbulence. Daniel Gros and Niels 
Thygesen write about the strategy of EC monetary integration and the pros (and 
cons) of EC monetary integration. They emphasize that irrevocably fixed 
exchange rates mean something different than a single currency, and they 
develop a pragmatic view of the process towards European currency unification. 
The basic message is that establishing a balance of costs and benefits of 
monetary union is difficult but that increasing EC integration should reinforce 
the benefits. Alan G. Isaac sounds in his comments a rather cautious note - Isaac 
rightly doubted that "current parity commitments are irrevocable". 

Manfred Willms' paper takes up the critical issue of German monetary 
unification and European monetary union, which were seen by many observers 
as parallel events. Drawing on the optimum currency area literature Willms 
argues that political reasons and high labor mobility made the case of a quick 




XI 



German monetary union while EC monetary integration should proceed much 
more slowly. John Williamson's comments and Manfred Willms* contribution 
are likely to have been a favorable piece at the Deutsche Bundesbank because it 
is implicitly suggested that an optimum currency area is the largest area that the 
Bundesbank can control as a the central bank. Franco Reither's contribution 
focuses on liberalization and regulation in the process of financial market 
integration; EC financial markets have rapidly developed as have international 
financial markets where trading volumes are exploding. Regulating financial 
markets has always been a crucial problem in capitalist systems and Reither and 
Sydney Key, the discussant emphasize the EC's two-pronged approach. Peter 
Bofinger's contribution is on the crucial problems of coordinating monetary 
policy in the transition stage to full monetary union. Basic principles of 
monetary policy in an integrated EC are discussed. With hindsight this transition 
stage could be much longer than anticipated earlier and a "permanent transition 
stage" can indeed not be ruled out. Horst lingerer's comments also focus on the 
crucial rules for the transition period. The contribution '’Creating a European 
Central Bank after 1992: Issues of EC Monetary Integration and Problems of 
Institutional Innovation" focuses on some basic questions of creating a European 
central bank after 1992. Paul Welfens raises the issue of German dominance, 
the problems of integrating the UK into the EMS and some topics of EC central 
bank formation as they were perceived in May 1990 when the American 
Institute for Contemporary German Studies hosted a conference on "European 
Monetary Integration: From German Dominance to an EC Central Bank?", 
George M. von Furstenberg's comments argue - among other things - that for a 
future ECU the Swiss Franc should remain a yardstick for currency 
competition. Given the fact that the Swiss referendum on joining the European 
Economic Area turned out negative in late 1992 the Swiss franc indeed is likely 
to play such a role. Jurgen von Hagen and Michele Fratianni introduce some 
public choice aspects into the debate on public debt policies and monetary 
policies in the EC. This increasingly important issue will remain high on the 
agenda in the 1990s because reduced tax rates on capital income in the EC and 
the rising deficits in major EC countries - most notably Germany, Italy and the 
UK - raise fears that politicians could exploit monetary integration as a means to 
more easily finance higher public deficits. Von Hagen and Fratianni take a 
closer look at the US experience with deficit policies at the state levels and 
arrive at the conclusion that although monetary union effectively replaces 
currency competition with the collusion of central bankers EMU could improve 
the quality of monetary policy under certain circumstances. Robert Solomon 
gives his critical comments. New questions of fiscal policy have emerged in the 
context of EC monetary integration after Maastricht where the EC set up a new 
cohesion fund for those regions with incomes under 90 % of the EC average - 
provided measures are embedded in attempts for increased convergence. Fiscal 
federalism is a major topic in both North America and the EC: What role fiscal 
policies have for income smoothing and reducing regional disparities is crucial 
for the EC whose internal market dynamics could cause both increased problems 
of cyclical synchronization of national business cycles as well as rising regional 




XII 



disparities. Paul Masson and Tamim Bayoumi focus on these issues and give a 
rich set of data as well as a summary of empirical evidence, and Susan Collins 
gives a brief discussion of selected issues. Stephen Overturf's contribution ”The 
European Community as an Optimum Currency Area” takes a fresh look at the 
issue of optimum currency areas, where his focus is on the McKinnon criterion. 
Using a model involving adjustment in general, and the costs of price instability 
in particular. Overturf empirically demonstrates that openness is a useful guide 
for deciding on greater exchange rate fixity. For the EC the question of 
currency areas will indeed be crucial since significant benefits would support the 
viability of the new envisaged central banking system; unfortunately there is 
little reason to believe that the various criteria of optimum currency areas will 
be simultaneously met in the EC integration process, and it is also unclear 
whether a non-optimum EC currency area would require (at what welfare 
costs?) higher real dollar exchange rate flexibility. Karen Johnson's discussion 
of the paper provides interesting perspectives on this issue. The first chapter and 
the two chapters at the end are revised papers from a panel presented at the third 
biennial international conference of the European Economic Studies Association 
which took place on May 27-29, 1993, in Washington DC. 

This second edition of a book whose focus is on European monetary 
integration reflects only part of the broader discussion of a complex politico- 
economic problem in a rapidly changing Europe. The transition to full European 
monetary union could undermine the working and benefits of the EC internal 
market if misalignment, recurrent exchange rate instability and very restrictive 
fiscal policies were adopted in Europe. However, if the transition is organized 
smoothly and if no major external shocks occur the way to EMU could indeed 
strengthen single market dynamics. The Brussels EC meeting which introduced 
wide 15 % margins for ERM countries points to major problems of combining 
the single market, full capital mobility and exchange rate stability. 

I am particularly grateful to Gerry Livingston, AICGS/The Johns 
Hopkins University, for continuing support for my projects concerning 
European integration where a strong focus is on the special role of the new 
Germany in that process. Tim Yarling's excellent editorial support is also 
gratefuUy acknowledged. Munster, August 2, 1993 Paul JJ. Welfens 




Preface to the First Edition 

The European integration process has entered a critical stage in 1990. The EC 
1992 program means not only the creation of a single EC market for goods and 
services, but also the liberalization of financial markets in a period characterized 
by high interdependency, innovativeness and transitory volatility in global 
financial markets. The removal of capital controls in the EC should contribute 
to increased efficiency of intra-EC resource allocation, but at the same time 
national economic poUcies are increasingly exposed to shifts and shocks from 
financial markets. This creates a greater need for monetary cooperation in the 
EC, where the Delors Report has suggested a specific sequencing of tighter 
monetary cooperation and integration. Achieving EC monetary integration - 
both in the sense of monetary coordination in a fixed exchange rate regime and 
institutional integration - requires exploring unchartered waters. Theoretical and 
practical issues arise, for which the problems of institutional innovation in a 
highly sensitive field of economic policy are considerable. The 
intergovernmental conference to be held in Rome in 1990/91 will deal with a 
host of complicated issues that concern the further development of economic 
and monetary union in the EC. 

To fully exploit the benefits of a greater European market requires to 
some extent price and exchange rate stability that would enhance the functioning 
of the price mechanism in a liberalizing single EC market which is still 
characterized by different currencies as well as diverging policy preferences 
with respect to price stability, unemployment rates and economic growth. 
Moreover, the regulations of financial markets differ significantly across EC 
countries, and the removal of capital controls is likely to enhance the 
competition of regulatory regimes which are expected to strike a balance 
between efficiency and stability. The European deregulation experience might 
well offer conclusions for other major players in the global financial markets. 
Financial and monetary stability in Europe very much depend upon the type of 
monetary regime chosen and the degree of integration accomplished. 

In 1990 the German-German monetary unification provided an 
unanticipated case study for some problems centered around monetary 
integration and currency unification. One aspect played a particular role for the 
intra-German process: East Germany's decision to give up its own currency and 
thereby to forego the policy instrument of exchange rate changes as a means of 
maintaining price competitiveness was valued against the advantages of 
obtaining West Germany's fully convertible currency with its strong record of 
price stability. Access to world markets, a functional market system, improved 
expectations for growth (and hence reduced pressure for migration) are expected 
from the availability of a convertible currency known for its qualities as a means 
of national/intemational exchange and as a reliable store of value that 
encourages working and saving activities. 

The Deutsche Bundesbank, characterized by some unique institutional 
traits among European central banks - foremost its political independence - 
swiftly organized the transition to a greater Deutsche mark area that was so 
obviously desired by the two German governments. The Bundesbank might 
thereby further increase its weight in EC monetary policy which still consists of 
national policy-makers but has strongly been influence by the Bundesbank; 
some observers have argued that the Bundesbank dominated monetary policy in 
the EC in the 1980s, and the desire to establish a generally accepted monetary 
balance of power among major EC countries is certainly one element in the 
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search for new institutional arrangements for monetary policy in Europe. The 
adoption of stage I of the Delors Report on July 1, 1990, and the envisaged 
realization of stage n in 1994 are signs of visible progress in the European 
Monetary System. A comprehensive assessment of the costs and benefits of EC 
monetary integration will be published by the Commission in the coming weeks. 

The implicit adjustment pressures felt in other EC countries as a 
consequence of German monetary policy often has created political conflicts, 
but it has over time also contributed to a wider acceptance of the merits of a 
policy of monetary stability. Whether the envisaged monetary integration 
process in the EC could emulate the Bundesbank model is an open question. The 
policy strategies chosen and the institutions created EC-wide will determine 
whether Western Europe can be an area of price stability which is so vital for 
long term economic growth and the functioning of the price mechanism. In 
Eastern Europe, where market-oriented countries now face the quest for growth, 
full employment and price stability, the EC monetary integration process and 
the role of the Bundesbank in particular will be carefully watched. 

These major topics of EC monetary integration were treated in the 
conference EUROPEAN MONETARY INTEGRATION From German Dominance 
to an EC Central Bank. This conference - taking place on May 8 - was 
organized under the auspices of the American Institute for Contemporary 
German Studies (AICGS) at The Johns Hopkins University. The revised papers 
presented at this conference and the comments by the discussants as well as the 
speech of Karl Otto Pohl, President of the Deutsche Bundesbank (and President 
of the European Committee of Central Bank Governors), are presented in this 
proceedings volume. 

I am particularly grateful to the Institute's Director, Robert Gerald 
Livingston, who generously encouraged and supported the idea of a conference 
on European monetary integration. It is part of a series of Germany-related 
seminars, conferences and research activities in economics, political science and 
the humanities upon which the AICGS has a continuous focus. Tim Yarling 
provided valuable research support and assistance in the editing process of this 
volume. I am also grateful to Lynn van Norstrand who ensured continuous staff 
support. Last but not least I wish to express my gratitude to American Airlines, 
Dresdner Bank and Lufthansa which in cooperation with a generous grant from 
the German Marshall Fund provided the financial basis for our conference. I am 
also indebted to the Olin Foundation. 

All participants of the conference received a 5 ECU coin, minted in 
Belgium where it is legal tender. To hand out a symbolic honorarium in the 
form of a multinational coin is an optimistic view that Western Europe is 
hiding towards a common currency. My personal experience with the coin - it 
failed the convertibility test in Washington where I could not convince a taxi 
driver to take me to the IMF building - might represent a minor aspect of the 
problems of creating a new accepted currency, but a prudent institutional 
arrangement for monetary policy and a stability-oriented policy can clearly be 
expected to be able to establish a European currency of high qualities in the 
1990s. The institutional features of the Bundesbank model might point to the 
kind of success-promising blueprint which a stability-oriented monetary policy 
for the whole of Europe would need. If the Old World can set an example of 
successful institutional innovation in monetary policy it might also provide a 
precedent for combining economic integration with greater macroeconomic 
stability. 

Washington D. C . , October 1990 Paul J.J. Welfens 
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EUROPEAN MONETARY UNION: POST-MAASTRICHT PERSPECTIVES 
ON MONETARY AND REAL INTEGRATION IN EUROPE 

1. European Monetary Integration after Maastricht 

With the Maastricht Treaty signed on February 7, 1992, the EC member 
countries seemed to be heading not only for the single market as of January 1, 
1993, but also towards monetary union by the end of the 1990s. However, 
within months the EC was facing (i) a confidence crisis on the side -of market 
participants, (ii) an economic policy crisis in the sense of diverging views on the 
desired policy course in major EC countries and (iii) a growing concern that too 
rigid fiscal policy convergence criteria of the Maastricht Treaty would restrict 
the room to maneuver at the start of single market. The start of the single 
market was surprisingly characterized by slow growth and strong pressures for 
structural adjustment in all EC countries. 

The Bundesbank faced problems with respect to monetary policy leadership in 
Europe because Germany's inflation rate reached 4 % in 1992 and most of 
1993. This is high by German standards and hence creates fear that the 
Bundesbank will pursue restrictive monetary policies which reduce German 
inflation a bit but other EC countries' growth prospects strongly. Moreover, in 
1992 only Italy, Spain, Portugal, Ireland and Greece had a consumer inflation 
rate higher than that in (Western) Germany. Germany's monetary leadership 
faced external criticism on its policies, while central banks in other EC 
countries, notably in France and Belgium, prepared for political independence 
which no longer makes the Bundesbank's institutional position look unique in 
Europe. 

The confidence crisis in the EMS developed when the narrowly failed Danish 
referendum on Maastricht in June 1992 raised questions about the viability of 
the whole Maastricht Treaty in which not only European Monetary Union was a 
major element, but EC Political Union - meaning common defence policies and 
common foreign policies. Danish voters' resistance obviously was focussing 
more on Political Union and the quest for national autonomy in this field than 
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on monetary policy. When French President Mitterand called for a referendum 
on the Maastricht Treaty and opinion polls suggested a narrow outcome, 
speculative attacks against various currencies mounted; these attacks were partly 
the reverse side of a move into the DM in an EC political environment in which 
a future ECU had become doubtful. DM denominated assets had in their own 
right become increasingly attractive in 1992 when Germany's Bundesbank, 
eager to demonstrate stability-oriented monetary leadership - in contrast to 
alleged excessive fiscal deficits of the Bonn government for the sake of German 
unification - raised the discount rate to a post-1949 record level; all this 
occurred while US short term interest rates were hitting record lows so that 
massive US capital outflows were strongly and disproportionately attracted by 
DM denominated assets. Speculative capital flows increased in a maximum 
damage EC environment, namely in a setting characterized by newly established 
full capital mobility in all EC countries (except for Spain, Portugal and Greece) 
on the one hand, and, on the other hand, the anticipated unfolding of the single 
EC market which implied free trade not only in commodities, but also in 
financial and nonfinancial services and the free movement of labor and capital. 

Various aspects of EMU have been analyzed in recent literature where emphasis 
has been placed on both institutional problems of monetary policy in the EC 
(e.g. Hasse and Schafer 1990; Weber 1991; Kenen 1992; Fratianni, von Hagen and 
Waller 1992; Canzoneri, Grilli and Masson 1992; Kdsters 1993; Goldstein et al. 
1993) and problems of optimal currency area in the EC (Eichengreen 1990; 
Menkhqffand Sell 1992; De Grauwe 1992; Fratinanni and von Hagen 1992; Smeets 
1993). While some critics argue that the EC is not an optimum currency union 
and hence monetary unification is an economic mistake, other critical observers 
suggest that the transition towards full EMU is full of risks and should be 
prolonged because of the structural adjustment needs stemming from the single 
market project and the new EC problems faced in the context of systemic 
transformation and economic opening up in Eastern Europe {Welfens 1992b; 
1993a). In the subsequent analysis we will focus on the autumn crisis of 1992 
(section 1) in order to draw some lessons for sustainable transition policies in 
the EC; in section 2 the Maastricht approach to EMU is analyzed and the link 
between the single market and monetary integration is analyzed. Finally, some 
issues of the transition to EMU are addressed and the question is raised whether 
or not Germany and the Bundesbank are likely to shape a viable EMU. 
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1.1 The Ratification Crisis 

Facing an uncertain and delayed ratification of the Maastricht Treaty raised 
serious stability problems in the EMS in 1992/93. In autumn 1992 a major crisis 
in the EMS erupted when the Italian Lira and the British Pound left the 
Exchange Rate Mechanism, their exchange rates were allowed to float and the 
Spanish Peseta and the Portuguese Escudo were devalued. Competitive 
devaluations in Iceland - with some advocates of devaluation pointing to 
competition of Iceland's fishing fleet against Spain's fleet - and Ireland occurred 
at the turn of 1992/93; Ireland's strong trade links with the U.K. almost forced 
it to shadow the Pound's 20 percent devaluation within three months. Ireland 
tried to defend the Punt parity with triple digit interest rates as had been the case 
in Sweden a few months earlier. Finland's, Sweden's and Norway's unilateral 
pegging of their respective exchange rates to the ECU was not viable in the 
heavy weather of speculative attacks and high nominal and real interest rates in 
late 1992. Finland's double digit unemployment rate, partly caused by the 
collapse of the USSR and its strong trade links with it, induced Finland to 
switch back to floating again, while Sweden tried to defend parity for a few 
weeks with record interest rates. These record rates were necessary to 
compensate those holding Swedish Kronas instead of DM in an exchange rate 
crisis/an anticipated devaluation (note that a 4 percent devaluation taking place 
over a two-day weekend will result in an annualized yield of some 750 percent 
for those borrowing Kronas on Friday - prior to devaluation - and repaying the 
Krona loan with depreciated currency after they had converted DM assets into 
Kronas on Monday; hence a "weekend devaluation probability" of 0.15 or 0.5 
requires two-day annualized Krona rates of about 100 % or 300 %, 
respectively). Watching Finland's exports and stock market index benefitting 
from devaluation, while Swedish industry suffered from record nominal and real 
short term interest rates, the government of Sweden finally decided to also 
return to floating. Norway did the same. Speculative attacks against the French 
Franc were countered in France by high interest rate policies and government's 
arm-twisting of state banks, by Bundesbank intervention (including public 
statements) in favor of the Franc and, finally, by a first reduction of Germany's 
discount rate in January 1993 which was followed by several other small interest 
rate reductions; on July 1, 1993 the discount rate was reduced by half a 
percentage point to 6.75 %. French interest rates could be strongly reduced 
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after the new conservative government took over, but in real terms long term 
interest rates remain at high levels in France. Short term rates fell below 
German levels in mid-1993, but nominal interest rates remained slightly higher 
than in Germany. The 10-year yield spread over German bonds has fallen back 
dramatically in early 1993. French inflation was 200 basis points below German 
inflation in 1993. 

From the Bundesbank's point of view the virtue of small reductions in the 
discount and lombard rate is consistent to the extent that this policy fuels 
anticipation of further future interest rate reductions and does not undermine the 
prospects for a decrease in the long term inflation rate. Both effects can reduce 
real long term interest rates strongly, and long term interest rates are more 
important in German financial markets - and for investment - than short term 
interest rates. Lower real interest rates also support the Bundesbank's goal to 
induce the government to reduce government borrowing which sharply 
increased in the context of German unification and is considered as a potential 
threat for anti-inflationary monetary policy. 

By contrast, British financial markets are characterized by a dominance of short 
term borrowing, and long term interest rates are often adjustable so that short 
term interest rates are truly dominating. The U.K. as well as Italy (and some 
Other EC countries) face a much higher vulnerability to short term interest rate 
shocks than Germany, the Netherlands, Belgium or France. Theory suggests 
that low inflation rates will increase the average maturity of bonds and generally 
will encourage more long term financing. The diverging historical inflation 
records of EC countries thus influence the term structure of financial markets 
and this in turn creates vulnerability to short term interest rate shocks for some 
countries whereas others are more robust in this respect. Countries in which 
dominant short term interest rates coincide with a high debt GNP ratio (as in 
Italy and Greece) are most exposed to interest rate shocks arising from 
Germany's monetary policy reactions. Moreover, such countries then obviously 
cannot afford to defend overvalued currencies by a high interest rate policy over 
the long term. 

High capital mobility and considerable intra-EC interest differentials played a 
significant role in the ERM crisis of 1992. In the UK, interest rates were 6 
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percentage points higher than German rates between 1987 and 1990, and the 
differential came down quickly after the pound's entry into the ERM in late 
1990. In Italy, the interest differential peaked at 8 points in mid- 1987 and 
declined to some 2 percentage points by mid-1991, while in Spain the 
differential against German rates came down from 7 percentage points in the 
period 1987-90 to about 300 basis points in late 1991: 

A distinguishing feature of the crisis in Europe, compared with earlier 
realignments and speculative attacks, is the magnitude of capital flows 
precipitated by fears of realignment,,. Also, in the ^'convergence play" strategy, 
institutional investors had sought to exploit the existing interest differentials 
within Europe, given the perception that the macroeconomic performance of 
ERM member countries would gradually converge. They pursued this strategy, 
for example, by borrowing fu^ in the countries with relatively low interest 
rates such as Germany, and by investing in high-yield countries such as Italy 
and Spain, An investor who believed that interest rates would gradually 
converge toward the levels observed in the low-interest rate countries without 
exchange rate realignment on the way, would invest in long-term, high-yielding 
securities in anticipation of earning significant capital gains as interest rates fell 
(Goldstein et al, 1993, p,49). 

After the negative Danish referendum on Maastricht in June and in anticipation 
of a narrow result at the French referendum in September 1992, the Maastricht 
plan for a future EC currency became less credible and by the same token the 
idea of a dominating DM more likely. In a period of high DM interest rates the 
movement out of ECU assets, out of dollar assets and out of weak EMS 
currencies, but moving into DM assets became appealing. Italy's currency was 
the first country to fall victim to its accumulated currency overvaluation and the 
rising DM attractiveness which had been reinforced by Germany's high interest 
rate policy adopted in 1992 as a means to reduce inflationary pressures (with 
inflation running at 4 %) and to signal to the Bonn government that fiscal 
restraint was necessary. The role of the DM as an international reserve asset had 
strongly increased since 1973 and its share in world currency reserves - reaching 
over 15 % by the late 1980s (Issing 1992) - could be expected to increase at the 
expense of the ECU or even the dollar if Maastricht failed. 



Italy's foreign exchange reserves had already been melting away in the first half 
of 1992 and therefore the lira devaluation was inevitable. On September 14 the 
lira was devalued by 7 % , and three days later the Peseta followed with a 5 % 
devaluation (later followed by a second and third devaluation), while the Pound 
Sterling and the Lira left the exchange rate mechanism. The Bank of 
International Settlements (1993, p,188) noted: 
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The Bank of England later published an estimate of the volume of official 
intervention which had taken place over the four months to end-September: the 
figure was over $160 billion, most of which had been accounted for by sales of 
Deutsche Mark. For the period June-December the Bank of Italy estimated that 
total intervention in defence of exchange rates had been about $ 200 billion, of 
which half had taken place in September alone... Nevertheless, exchange rate 
pressures persisted into October and, particularly, November. Many currencies 
were involved, including sterling, as UK interest rates were lowered. In mid- 
November Swedish Government failed to obtain the necessary all-party support 
for its new fiscal austerity package. The market's response was 
instantaneous... The authorities decided to let the krona float. It was later 
announced that over six days the currency outflow had been the equivalent of $ 
26 billion, or 11 % of Sweden's GNP. The comparable intervention figure 
during the three weeks of the September crisis had been .. over half this amount. 

The Bundesbank's "interview policy" - indicating in mid-September that a 

broader EMS realignment was adequate - might indeed have weakened the 

British pound. However, as the following Tab. 1 shows the Pound indeed was 

overvalued and rumors hardly would have affected its position if this had not 

been the case. Compare 1987.IV (the last realignment prior to 1992 was in early 

1987) and the index for 1992.11 showing a strong overvaluation of the Lira and 

the Pound Sterling. For the Lira the overvaluation was about 13 %, for the 

Pound about 9 %, much in contrast to the Irish Punt, the Danish Crown, the 

Belgian Franc and the French Franc whose real exchange rates had changed 

only slightly in the period 1987 to mid- 1992. Postponed adjustment 

requirements and fundamental changes, including considerations of relative 

political instability, led to sharp devaluations of the Lira and the Pound, once it 

was decided to let the two currencies float. Vis-a-vis the DM the Lira and the 

Pound Sterling lost about 25 % within three months. Joint German-French 

measures to defend the Franc in the run-up to the French parliamentary 

elections in early 1993 were justified by underlying fundamentals to a large 

extent. However, while French nominal and real interest rates came down after 

the French election real long term interest rates remained about one percentage 

point above the German real interest rate; compared to 1989 the Franco German 

real interest rate differential was nearly halved. This could undermine the DM's 

anchor role in the EMS: German interest rates were the lowest in the EC, and 

the DM is an international reserve currency. 



If one takes the simple monetarist exchange rate model which relies on 
purchasing power parity p= e +p* (P,P* denote the domestic and foreign price 
level, respectively, E the nominal exchange rate; small letters denote logarithms 
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of the variable), money market equilibrium InM-p = Oy -d (M= money stock; 
0= income elasticity of the money demand; a = interest semi elasticity of the 
money demand (which is, according to KremersfLane (1990), about 2 in the 
EC , i=nominal interest rate in %) and interest rate parity i = i* + a (i*= 
foreign interest rate and a is the expected devaluation rate) the nominal 
equilibrium exchange rate will be: (1) e = InM-Oy +cri* + oa - p* 

If we assume a symmetric money demand function abroad (starred variables) 
and money market equilibrium abroad lnM*-p* = Qy* -ai* the fundamental 
monetarist equilibrium equation is e = InM-lnM’'* -0(y-y*) +<r(i-i*)- From a 
German perspective the Bundesbank's high interest rate policy which forced 
other EC countries to increase their nominal interest rates overproportionately as 
well as high German economic growth in 1990/91 - or unification induced 
higher growth in the 1990s - would indicate a need for a DM revaluation. 



Tab. 1: Real DM-Exchange Rate Index [P/eP*: (1972) = 100; on the basis of consumer 
prices] Vis-ll-Vis EMS Countries# 





Pound 
Ster 1 . 


Ital. 

Lira 


Ir. 

Punt 


Dan. 

Crown 


Belg. 

Franc 


Fr. 

Franc 


Guil- 

der 


Port. 

Escu. 


Pese- 

ta 


US 

$ 


1973. IV 


121.3 


123.4 


118.2 


103.3 


109.2 


107.9 


102.6 


104.1 


104.8 


125 


1979. IV 


102.8 


126.9 


107.2 


93.3 


94.2 


102.7 


93.9 


111.0 


84.0 


142 


1981. IV 


80.9 


114.1 


86.7 


91.1 


95.1 


95.8 


91.7 


90.8 


81.8 


102 


1982. IV 


81.8 


110.2 


84.8 


94.7 


105.9 


103.0 


91.4 


100.7 


84.6 


92 


1985. IV 


83.3 


103.2 


80.0 


89.8 


100.1 


96.3 


93.0 


97.1 


86.3 


85 


1987. IV 


96.1 


101.3 


87.3 


87.9 


100.9 


101-0 


93.6 


103.5 


82.8 


122 


1988. IV 


86.2 


99.2 


86.2 


85.6 


101.3 


100.9 


94.5 


97.0 


78.0 


114 


1990. IV 


84.2 


94.0 


85.1 


84.3 


98.2 


98.5 


96.3 


86.0 


69.9 


128 


1992.11 


83.8 


92.1 


86.0 


87.2 


100.4 


100.31 


96.5 


74.8 


67.9 


121 


% change 
•92/ *87* 


-12.8 


-9.1 


-1.5 


-0.8 


-0.5 


-0.7 


3.1 


-27.7 


-18.0 


-0.2 


•92/1972 


-16.2 


-7.9 


-14.0 


-13.8 


+0.4 


+0.3 


-3.5 


-25.2 


-32.1 


21.3 



#: Except for (jreece percent change of Ilnd quarter 1992 vis-d vis IVth quart^ 
1987; own computation, based on Bundesbank statistics. 
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Chances to save the pound parity by orchestrated intervention were minimal 
because once a currency has reached its lower margin in the parity grid even 
massive interventions are insufficient in view of the huge market volume. Only 
if the British economy had been able to easily get along with very high real 
interest rates as a means to defend the Pound had there been a slight chance for 
defending the overvalued British currency. In the UK capital mobility had 
increased in the 1980s. In the U.K. pensions funds' shares of investments 
abroad increased from 6 to 20 % in the period 1980-92 (Blitz 1992; see also on 
the rising internationalization Tab. Al). With a rising number of EC countries 
in the ERM the uncovered interest rate parity i=i’“ + R +a (a = expected 
devaluation rate) was increasingly bound to lead to contradictions with 
purchasing power parity. The interest rate i was determined by adding a risk 
premium R (depending on the respective country, the width of the parity band) 
to the DM interest rate i^^ - which set the floor for long term interest rates in 
the EC - such that real interest rates rj in each of Germany's EC partner 
countries would exceed German rates strongly if inflation was below that in 
Germany; but a high r reduces growth - this represents costs of monetary 
integration - and this could weaken the currency. Facing already a 10 % 
unemployment rate in 1992 the UK, Italy and France became subject to 
speculative attacks. The UK and Italy left the ERM in late 1992, while the 
attacks against the FF/other currencies brought the EMS "reform" of August 1, 
1993. In a dramatic EC meeting in Brussels a widening of the parity band was 
adopted, namely ±15 % for the period until the end-'93; only for the Guilder- 
DM parity the band of ±2.25 % was maintained. The Brussels meeting was 
organized at the request of Germany. The Bundesbank - for fear of German 
inflation and excess liquidity - had refused on Thurday, July 29, to reduce the 
discount rate; this decision reinforced speculation against the FF and other 
currencies such that on the following day massive interventions of the 
Bundesbank became necessary as EC currencies under attack had to be 
supported once the ERM floor rate had been reached. This foreign exchange 
market intervention created excess liquidity such that the Bundesbank faced a 
true dilemma. The rationale of the Brussels decision was: (i) to decouple EC 
interest rates from high interest rates in Germany so that France and other ERM 
countries could reduce interest rates; (ii) to allow the Bundesbank to regain 
control of the money supply; (iii) to raise the risk for speculators (but now there 
is the risk of overshooting); (iv) to allow markets to determine exchange rates. 
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Currency Substitution 

Indirect currency substitution played a major role in the September 1992 crisis 
in the EMS. With nominal interest rates in the U.S. at very low levels and 
German rates at post-1945 record levels the interest differential generated 
transatlantic passat-like winds: short term capital was massively moved out of 
the US dollar to be poured into DM denominated assets (DM interest rates 
exceeded US interest rates in 1971, too). As a consequence of massive capital 
inflows German interest rates started to slightly fall in late 1992. Since the 
Bundesbank refused to lower the discount rate and boause inflationary 
expectations were running at unchanged high levels of around 4 % in 1992/93 
nominal interest rates in Germany were unlikely to come down quickly, and 
indications for rising US interest rates remained weak even after the Clinton 
administration took office in the US. Transatlantic interest rate differentials 
disproportionately affect the $-DM exchange rate in Europe because the DM is 
a closer substitute to the dollar than any other European currency. This in itself 
is bound to create tensions within the EMS, a link analyzed earlier by Giavazzi 
and Giovannini (1986). 

It is unclear which mechanisms account for the uneven tensions within the 
EMS. Two hypotheses may be advanced: (i) Since in integrated European 
capital markets Germany's EC partner countries (more strictly the ERM partner 
countries) have to raise nominal interest rates parallel to the German interest 
rate, the economic situation in each country is critical: countries with high 
budget deficits or high unemployment rates can hardly be expected to be able to 
live with higher real interest rates. Italy with its double problem of high budget 
deficits and high unemployment therefore could only devalue, and finally leave 
the ERM. (ii) Countries which are major producers and exporters of innovative 
capital equipment - such as Germany, the Netherlands, Austria and Switzerland 
- are less likely to be forced to devalue in a period of rising European real 
interest rates because the European-wide need to match higher real interest rates 
with a rising marginal product of capital can be achieved not only by reducing 
output, but also by accelerating capital modernization. While for nonproducers 
of capital equipment in Europe high real interest rates imply only the pain of 
lower investment-output ratio and increased budget problems for government, 
countries which are major producers of capital equipment and known for a high 
supply side flexibility will face smaller economic problems in periods of higher 
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real interest rates, (iii) European countries differ in their international net 
creditor status. Countries with a net creditor position are likely to partly benefit 
from rising interest income from abroad in periods of high real interest rates. As 
regards the credibility of policy measures defending an overvalued parity 
speculators will take these aspects into account. The less favorable (i)-(iii) are 
for a given country and the higher the initial overvaluation, the less risky it is to 
mount speculative attacks against a certain currency. 



1.2 Competitive Devaluations 

The devaluation of one currency (country A) can trigger a cascade of 
devaluations in other countries B-Z. If A has strong trade links with B and a 
strong overlap in exports on third country markets B is likely to respond to A's 
devaluation with a devaluation, too; and similar arguments could apply to B 
with respect to C...Z. A clear example is the link between Spain and Portugal 
in May 1993 when the Peseta was devalued by 8 % , while the Escudo was 
devalued by 6.5 % (in the 6 % devaluation of the Peseta in November the 
Escudo also had followed suit). Another example is the pair U.K. and Ireland. 
The Pound devaluation and the fall of the Sterling exchange rate after the switch 
to floating implied that the Irish Punt bound to be devaluated, and it probably 
was only the political indeterminacy of pending elections in late 1992 that 
postponed the 10 % devaluation of the Punt to as late as January 30, 1993. The 
lira devaluation weakened the Iberian currencies because part of Italian exports 
show a strong overlap with Spanish and Portuguese exports; indeed the Peseta 
was devalued twice, and the Escudo - having entered the ERM in 1992 - was 
devalued, too. Finally, the Swedish strategy of unilaterally pegging its currency 
to the ECU became unfeasible not only because the weak Swedish economy 
could not survive short term interest rates of up to 500 %, but also because the 
Finnish decision to switch from pegging to floating in autumn 1992 was bound 
to erode Swedish export positions in all markets with direct competition against 
Finnish exporters. "Hyper interest rates" can occur during an exchange rate 
crisis and during policy switching. 

What happened in 1992 was not very different from the crisis of the French 
Franc in 1983 when France devalued on Monday, March 21 - after the FF had 
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reached annualized interest rates of 350 % during the week before. The 1983 
devaluation of 3.75 % vis-ii-vis the DM took place over a two-day weekend and 
implied an annualized yield of 675 % for those happy speculators who borrowed 
Francs on Friday in order to convert them into DM over the weekend, and 
repaying the FF loan with depreciated currency. Market signals had strongly 
suggested an impending devaluation. Dealers in foreign exchange who assumed 
over a given weekend a 0.5 probability of a 3.75% devaluation would be 
willing to hold a short term FF position - rather than a DM position - only if 
markets offered two-day interest rates of some 300 % at an annual rate. 
Anticipated policy switching is an important theoretical issue and is covered in 
the analysis of Garber and Flood (1993). 

The EMS had narrowly escaped a full disintegration in a period where it was 
supposed to develop toward European Monetary Union with irrevocably fixed 
exchange rates. In the U.K. interest rates had strongly been reduced 
immediately after the switch to floating and for some time it seemed that 
countries following the British course of floating would benefit in a similar way; 
indeed, it seemed that a situation similar to 1931 had occurred when the U.K. 
gave up the gold standard and the pre-World War I parity (reestablished, based 
on a deflationary process, in 1925) and devalued the Pound by some 30 % , with 
more than 20 countries from the Pound block following suit, thereby leaving the 
gold block France, Switzerland, the Netherlands, Belgium and Poland plus 
Germany and Italy - the latter two introducing capital controls - in a situation of 
overvalued currencies, rising real interest rates and rapidly falling industrial 
output. Sharp devaluations impose a shock-like adjustment pressure on the EC; 
this holds even if devaluation is consistent with PPP, but it clearly makes a 
difference whether there is a continuous adjustment (or no adjustment need) or a 
sudden exchange rate adjustment which corrects accumulated inflation 
differentials over an extended period. 

The basic problem in the EMS in 1992 was not devaluation itself, but the order 
of magnitude which basically reflected cumulated inflation differentials of the 
U.K. and Italy vis-Ji-vis Germany. Several observers had pointed out early on 
that the pound had entered the ERM at too high an exchange rate and that 
sustaining inflation differentials were, of course, not consistent with fixed 
nominal exchange rates (e.g. Dombusch 1991; Welfens 1991, this volume). 
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What seemed surprising, however, was the political self-blocade implicit in one 
of the convergence criteria of the Maastricht Treaty which stipulated, among 
other criteria, that no devaluation should have occurred for two consecutive 
years if an EC country was to enter stage HI of Economic and Monetary Union. 
Instead of interpreting this clause as freedom to devalue if necessary in the first 
half of the 1990s, most governments obviously were determined to fix parities 
already well before the immediate run-up to stage HI envisaged for 1997 or 
1999 in the Maastricht Treaty. Had the U.K. devalued by a small percentage in 
1991 and Italy accepted a real devaluation when it entered the narrow band in 
the EMS in 1990, speculators would have found their victims in much better 
shape. Record German interest rates as a consequence of German unification 
and - this should be emphasized - persistent Italian deficits that remained at the 
equivalent of 2 % of EC GNP posed difficult problems for all EC countries, but 
countries with overvalued currencies were unable to weather this interest rate 
shock in a period of confidence crisis and rising capital mobility. Competitive 
devaluations undermined European free trade and thus caused market 
disintegration in the 1930s in Europe when misalignment (overvaluation of the 
Franc, undervaluation of the Pound and the sterling bloc) distorted trade and 
allocation, while encouraging compensating tariff policies and regional block 
building. 

Monetary institutions in Europe have a long record of slowly learning about 
feasible and necessary policy strategies consistent with sustained growth and 
price stability. Maintaining an overvalued currency over many years is not only 
a trait of the 1980s but can be found in the 1920s, too. E.g. British policy 
inconsistency in exchange rate policies indeed has a long record if one recalls 
the return to the pre-World War I gold parity of the Pound in 1925 which had to 
be sharply devalued by 1931, and one may also recall the aborted move to 
convertibility in 1947. Misalignment and inadequate policies are certainly not a 
British specialty, but adequate policies of reserve currency countries are of 
significant internal and external importance in all exchange rate regimes. With 
respect to the EMS the German Bundesbank still has to prove that it can exert 
monetary leadership that takes into account both national and EC aspects. The 
Bundesbank can, however, claim that in spring 1990 it suggested considering a 
realignment but EC partners - especially France and the U.K. - were unwilling 
to really envisage a timely revaluation of the DM. Creating closer similarities in 
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the institutional setup of central banks might reinforce the willingness to 
cooperate in a consistent manner. From this perspective the French move 
towards an independent central bank could indeed facilitate German-French 
monetary cooperation, and if the U.K. and Italy cannot follow in institutional 
central bank reform quickly the interests of both countries might become less 
taken into account in the future by German-French monetary policy strategies; 
moreover, both the Pound and the Lira are likely to face an eroding position in 
international currency markets if central bank independence cannot be 
established relatively fast. 

Misalignment risks are prevalent in the EC in the 1990s. If major EC countries 
should face unemployment problems at the same time competitive devaluations 
as well as overshooting phenomena (a typical problem of transitory or 
permanent floating) could destroy not only the European Monetary System but 
also the single market. Governments that face devaluations in competing 
countries but want to avoid devaluation themselves could quickly face pressure 
to reimpose nontariff and tariff barriers in the EC. Finally, increased use of EC 
funds (EC cohesion fund) for structural and regional policies could become a 
means of compensating adverse exchange rate effects. 

1.3 Some Problems with the Maastricht Design of EMU 

The Maastricht Treaty emphasizes price stability as the priority goal of a future 
EC central banking system. Germany *s political preferences as well as the 
institutional model of the Deutsche Bundesbank have strongly influenced the 
envisaged main goal and EC central banking design. If the Bundesbank would 
be replaced by the European System of Central Banks (ESCB) in accord with 
the Maastricht Treaty the Federal Republic of Germany would lose its monetary 
autonomy and the DM, while there would be an uncertain gain from currency 
union in the EC; however, part of the Maastricht dividend for the FRG 
obviously was the support of France - and other EC member countries - for 
German unification in 1990. 

The Maastricht Treaty envisages, following the Delors Report, a three stage 
approach to EMU. A first stage - already started on July 1, 1990 and lasting 
until end-1993 - will bring full capital mobility as well as increasing policy 
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coordination. The latter could require some EC countries to submit convergence 
programs that shows ways for achieving the convergence criteria of the 
Maastricht Treaty: a deficit GNP ratio of below 3 percent, a debt-GNP ratio not 
exceeding 60 %, an inflation rate that must not exceed the average of those 
three countries with the lowest inflation rate by more than 1.5 percentage points 
and a nominal long term interest rate (bond rate) which should not exceed the 
rate in the three countries with the lowest inflation rate by more than 2 
percentage points. Since the nominal interest rate is the result of the "market 
real interest rate" plus the expected inflation rate, one may argue that the 
interest rate criterion emphasizes that convergence in actual inflation rates 
should be accompanied by convergence in expected inflation rates. This in turn 
is consistent with real interest parity. The fact that the ERM crisis in autumn 
1992 brought a transitory reinforcement of capital controls in some EC 
countries (Spain, Portugal, Ireland) shows that even stage I is difficult to 
realize. As regards the desired membership of all EC countries in the ERM - 
within the narrow band - Italy’s and the UK's leaving (as well as the wider ±15 
% margin adopted August 1, 1993) of the EMS clearly is the opposite of the 
development to be achieved. 

In Stage II of EMU a new institution will be created: the European Monetary 
Institute (EMI) as the successor organization of the EC committee of central 
bank governors and the European Fund for Foreign Exchange Cooperation. 
EMI will be responsible for coordinating monetary policies. The responsibility 
for monetary policy will remain at the national level which could mean that 
German monetary policy will continue its strong impact upon EC monetary 
policy. The EMI will undertake preparatory steps for stage III which could start 
as early as 1997; 1999 is the alternative date. For Italy, Greece, Spain and 
Portugal stage III would bring an important change with respect to central bank 
financing of government budget deficits. Direct monetary financing of 
government budget deficits will be no longer possible; technically this will even 
affect the German government which formerly could draw short-term credits 
from the central bank (within certain limits) in order to bridge the period 
between major tax receipt dates. National central banks will obtain political 
independence; at the latest this measure must be at the beginning of stage III. In 
1992/93 the Benelux countries, France and Spain have prepared steps towards 
central bank independence. Governments face the risk of losing some 
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seigniorage gains if one assumes that independent central banks will adopt a less 
inflationary monetary policy than otherwise; however, governments could gain 
from lower nominal and real interest rates to the extent that market participants 
associate an independent central bank with less unstable monetary policies, 
declining uncertainty and therefore finally reduced interest rates. Risk premiums 
could decline and possibly lower real interest rates could stimulate growth. 

At the end of stage II the Council of Economics and Finance Ministers 
(ECOFIN) will evaluate whether progress in achieving the convergence criteria 
has been achieved. Based on the ECOFIN report about the fulfillment of 
convergence criteria the EC Council will decide with qualified majority until 
end- 1996 whether a majority of countries has achieved convergence and whether 
it is useful for the EC to enter stage IH of EMU; if so, a date for entry in stage 
in will be fixed. An additional criterion for would-be members in stage in of 
monetary union is that two years prior to the ECOFIN report no devaluation of 
the respective currency has occurred. This clause has stimulated the tabooing of 
devaluations in stage I beyond the normal political reluctance to devalue a 
currency whose parity is often held to have a political value of its own. The 
Maastricht Treaty did not emphasize the necessity to regularly adjust parities - 
e.g. within small margins, in annual intervals - during the transition period 
1990-95. The dynamics of the single EC market and the structural adjustments 
resulting from the unfolding of the EC '93 project indeed suggest that real 
exchange rate adjustment will be necessary in the 1990s within the EMS. If the 
1997 date cannot be realized the Maastricht Treaty proposes another 
convergence report in 1998. In accordance with this report EMU HI will enter 
into force for at least two countries on January 1, 1999, and a European Central 
Bank (ECB) will be established as of July 1, 1998; a possible option to fulfill 
the Treaty, while avoiding sharp conflicts about a revision of the Treaty, could 
be that the currency union between Belgium and Luxembourg would be the two 
countries to introduce the ECU in 1999. The revision clause of the Maastricht 
Treaty leaves open whether the EC government conference of 1996 will 
introduce some refinements with respect to the switch to stage III. In stage III 
the ESCB will be established (most anticipate its seat will be in Germany). 
Since in stage II the currencies will be defined that will compose the "new 
ECU", the enlargement of the EC by some EFTA members should be settled by 
then. The ECU will become a real currency in stage III. 
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Fig. 1: Stages of European Monetary Union According to the Maastricht Treaty 
STAGE I (July 1, 1990 - end-1993) 

la) Full liberalization of the capital account in all EC countries; transition periods for 
Greece, Spain and Portugal (the latter until 1995, due to provisions in the treaties of the 
Iberian enlargement of the EC). 

lb) Increasing macroeconomic policy coordination of EC member countries, which are 
expected to develop convergence programs. 

l c) All EC currencies should be integrated in the ERM: standard parity margin of + 2.25% . 
STAGE n (1994 to end-1996 or end-1998) 

2a) Creation of the European Monetary Institute (EMI) as the successor organization of the 
EC committee of central bank governors and the European Fund for Foreign Exchange 
Cooperation. EMI will be responsible for coordinating monetary policies, but responsibility 
for monetary policy will remain at the national level. EMI will prepare stage III. 

2b) Direct monetary financing of government budget deficits no longer possible; 

2c) Central banks will obtain political independence; at the latest at the beginning of HI. 

2d) The weights of the currencies in the ECU are irrevocably fixed which makes the mid- 
1990s critical with respect to EC enlargement. 

2e) The Council of Economics and Finance Ministers (ECOFIN) will evaluate whether 
progress in achieving the convergence criteria has been achieved; moreover, ECOFIN will 
report whether a majority of countries havs achieved convergence, and based on this report 
the EC Council will decide with qualified majority until end- 1996 whether it is useful for the 
EC to enter stage III of EMU; if so, a date for entry in stage III will be fixed. After another 
convergence report EMU III will enter into force for at least two countries on January 1, 
1999, and a European Central Bank (ECB) will be established as of July 1, 1998. 

Stage ni/Final Stage (at the earliest as of 1/1/1997) - Creation of the ESCB 

(3a) The ESCB will be established. Paid-up equity capital according to equal weights for 
national shares of GNP and the population in the respective EC total. 

(3b) Freezing of parities with a zero margin. ECU will become a real currency. 

(3c) Governments will agree on guidelines for fiscal policies and economic policies. 

Statute of European central banking system (European Central Bank + 
National central Banks): Main goal is price level stability; Position of the ESCB: 
a) functionally independent, b) no-batlout clause for other EC member countries' debt. The 
ECB Council consists of the six members of the ECB Directorate - who have to be appointed 
unanimously ** plus the national central bank presidents, c) operationally independent ESCB 
which means that monetary policy (indicators and instruments) will be chosen by the ESCB; 
d) personally independent which is achieved by eight year terms for the board members - no 
reelection possible; national central bank presidents must have at least a five year term. 
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The convergence criteria chosen are clear, but first one can object that they are 
not really hard targets because the EC summit could always argue in a 
somewhat arbitrary way that sufficient progress has been achieved by member 
countries which have failed to meet convergence targets; second some criteria 
are doubtful and partly lack convincing economic justification. 

An inflation rate convergence criterion certainly is a useful requirement if the 
goal of price stability is to be achievable in the first critical stage of the ESCB 
which will face the natural credibility problem of a newly created institution. 
Even if it is modelled on the German Bundesbank (which until 1957 was a 
"Bank deutscher Lander" - Bank of German States - which in turn was modelled 
on the US Federal Reserve System) it is obvious that market participants would 
strongly doubt the goal of price stability if the initial stage in club would 
consist of countries with strongly diverging inflation rates. The inflation 
criterion and the interest rate criterion are convincing ideas for countries that 
want to establish a low-inflation community at the final stage of EMU - and 
want to maintain price stability; it is, however, doubtful whether high real 
interest rates that characterized almost all EC members in 1992 would be an 
ideal starting position for a stability oriented EMU. Low real interest rates and 
high growth rates which would reduce unemployment are desirable if a 
discussion about an inflation unemployment trade off in the initial stage of EC 
monetary union is not to undermine the credibility of EC monetary policy. 

The debt-GNP ratio of 60 % is quite doubtful as a convergence criterion 
because it is reflecting past policies rather than future sound policy strategies. 
The 60 % ratio was chosen {Matthes 1992) because this was the average EC 
ratio prevailing during the period of the government conference leading to the 
Maastricht Treaty; and the 3 % deficit-GNP ratio is a corollary of the 60 % 
debt-GNP ratio because only with that upper limit on national deficit-GNP 
ratios can those countries which currently strongly exceed the 60 % debt limit 
expect to achieve that ratio in the long term. Given the fact that Italy, Belgium 
and Greece strongly exceed the 100 % margin with respect to the debt-GDP 
ratio (Tab. 2) - reflecting in part past political mismanagement - it is clear that 
massive surpluses would have to be reached in the 1990s if these countries were 
to at least strongly move towards the 60 % debt figure. 
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Tab. 2; | Fulfillment [ or Nonfulfillment of EMU Convergence Criteria 
(reference values are for 1992, hypothetical scenario; brackets indicate fulfillment) 



%-change of public budget interest [real in- 
consumer debt in deficit; rate on terest 

prices % of GDP % of GDP bonds (%) rate]# 



Reference 


3*3 


60 


-3 


10.0 


6.7 














FR 


1 

2.6 
1 


1 1 

^50.1^ 


1 1 
^-2.8| 


1 i 
9.0 
1 1 


6.4 


FRG* 


4.0 


1 1 

43.3 
1 1 


-3.2 


1 1 

8.0 
1 1 


3.2 


B 


1 

2.4 
1 


132.2 


-6.7 


1 1 

8.7 
1 1 


5.3 


NL 


1 

3.1 

1 


79.8 


-3.5 


1 1 

8.2 
1 1 


5.1 


1 

DK 

1 


1 

2.1 
1 


74.0 


1 1 

-2.3 
1 1 


1 1 

8.9 
1 1 


6.8 


LX 


3.4 


1 1 

6.8 
1 1 


1 1 

-0.4 
■1 1 


1 1 

|7.9 


4.5 


1 

IR 

1 


1 1 
2.9 
i 1 


99.0 


1 1 

-2.5 
1 1 


1 1 

9.1 
1 1 


6.2 


UK 


5.1 


1 1 

45.9 
1 1 


-6.1 


1 1 

9.1 
1 1 


4.0 


SP 


6.0 


1 1 
47.4 


-4.6 


12.2 


6.2 



I I 



P 


9.1 


66.2 


-5.6 


11.7 


2.6 


IT 


5.3 


106.8 


-10.5 


12.4 


7.1 


GR** 


16.0 


106.7 


-13.4 


19.0 


3.0 



* 1992 inflation rate for Western Germany; ** discount 
rate (no long term interest rate available since 
maturities are short) . 

# interest rate minus inflation rate 

Source: Deutsche Bundesbank, Monatsberichte, 1993; EC Commission 
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The Netherlands, Denmark and Ireland face less dramatic problems in this 
respect although they also exceeded the critical limit in 1992. A more generous 
debt-GNP limit in combination with a relatively strict deficit-GNP medium term 
limit would have been more adequate if at the same time the crucial indicator, 
unemployment rate, had been additionally taken into account. In order to 
establish policy credibility and reputation it would be of paramount importance 
that an EC central bank is not facing serious conflict-prone trade-offs between 
inflation and unemployment. If major EC countries have high unemployment 
rates in the beginning of the ESCB the looming policy conflict will undermine 
anti-inflation policy credibility so that actual anti-inflation measures will have to 
be more drastic than otherwise; moreover, if price stability can only be achieved 
at the price of mass unemployment in the EC after 2000 - similar to the British 
case of the 1920s when pre-World War I parity could only be achieved via 
deflationary policy and mass unemployment - the political acceptance of the 
ESCB is bound to suffer; indeed the whole EC integration could unravel in such 
a situation. 

Are debt limits necessary at all? The answer for countries embedded in an 
institution as big as the EC is yes unless one would think that the no-bailout 
clause contained in the Maastricht Treaty (and in other countries in 
constitutional rules) is credible ex post and ex ante; if, however, a country 
would face bankruptcy and politico-economic disruptions the other EC member 
countries could certainly not simply watch the unfolding of serious negative 
spillovers of debt default. In the 1970s the city of New York went bankrupt 
despite provisions that the city of New York must have a balanced budget over 
the medium run, and the federal government bailed out the city. A similar 
inconsistency between ex ante bail out and ex post bail out is likely with respect 
to the relations between the EC layer and EC countries {Lane 1993), 

Since markets discriminate only very weakly among sovereign borrowers a limit 
on deficit GNP ratios seems to be adequate because with the switch to monetary 
union the disciplinary force of potential devaluation can no longer check 
excessive borrowing by individual EC countries; the alternative to check 
government borrowing via the political process lets one expect poor results in an 
EC monetary union because borrowing in some EC countries (Italy, Belgium, 
Greece, and possibly others, too) has been excessive during certain periods. 
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Judging by the low debt-GNP ratio of Switzerland only small countries with 
strong requirements on state and central government to get explicit voters* 
support on tax and debt issues are able to avoid excessive public debt. The latter 
may be defined by a situation in which the social rate of return of expenditures 
financed through government borrowing is lower than the real interest rate. 
Given the many problems to ensure efficient government programs the social 
return on investment of many government programs is probably close to zero 
and rarely can one expect a competitive return on investment. This is not to say 
that government borrowing for fighting recessions could not be justified on 
economic grounds, but the poor track record of governments actually repaying 
debt during boom situations raises doubts about the ability of political systems 
to adopt prudent intertemporal financing and expenditure schemes. 



2. The Single Market Program and EC Monetary Integration 

Many arguments for the complementarity of the single market and of EC 
monetary integration were presented by EC representatives {EC Commission 
1990; Matthes and Italianer 1991). E.g., price transparency will increase in the 
case of monetary union and this could reinforce the benefits of the single market 
and intensified competition, respectively; and the existence of a single market 
will reinforce the global position of a fully convertible ECU in world currency 
markets such that the demand for ECU-denominated assets outside the EC will 
increase. Subsequently, we will take a closer look at possible links between the 
single market and EMU. 



2.1 The Single Market and Monetary Union 

Significance of the Single Market from a Monetary Perspective 
As of January 1, 1993 a single market has been established in the EC 
(disregarding some still valid exceptions). The free movement of goods, 
services, labor and capital is shaping a new competitive environment in the EC. 
For a system of fixed exchange rates full capital account mobility is, of course, 
critical. Since political risk plays no role in EC countries one may assume that 
financial assets denominated in different EC countries are very close substitutes. 
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and this implies in the context of full capital mobility that nominal interest rate 
differentials across EC countries adhering to the ERM will have to reduce 
further. The nominal interest rate differential for countries in the narrow parity 
band cannot exceed 4.5 percentage points if nominal interest parity holds; this 
margin can be exceeded if there is speculation on parity changes and if capital 
mobility or asset substitutability is effectively impaired by government 
regulations concerning requirements for insurance companies or pensions funds 
to hold a minimum share of domestic assets; or if state banks - as in the case of 
France - are not characterized by the pursuit of profits only, but have to 
consider the wishes of the Ministry of Finance. The single market implies that 
public procurement will no longer discriminate against firms from other EC 
countries, and in general intensified competition after the removal of non-tariff 
barriers implies that the share of tradable goods and tradable services in GNP 
should increase and arbitrage intensify. 

Stronger Interest Rate Convergence in the EC 

A stricter nominal interest parity - assuming reduced devaluation risk on the 
way to stage III of EMU - and the stricter validity of the law of one price imply 
that real interest rates at home (r) and abroad (r*; abroad means here in a 
different EC country) will show a stronger convergence than before. Since real 
capital also has become more mobile in the 1980s and the early 1990s - that is, 
there is a rising role of foreign direct investments (FDI) in the EC - one may 
conclude that real interest r^te convergence should indeed be reinforced in the 
single market. Rising FDI flows will reinforce the long term tendency of the 
marginal product of capital at home Yj^ and abroad to become equal. 
Intra-FDI flows are not the only important factor for the equalization of 
marginal products within the EC. Extra-FDI inflows - mainly from the US and 
Japan - could also play a role for the equalization of the marginal product of 
capital across EC countries, where one would expect in the case of an ECU 
revaluation vis-a-vis the dollar (following the move to EMU III) that extra-FDI 
inflows into the EC will reduce; this will hold if one follows, mutatis mutandis, 
the imperfect capital market view of Froot and Stein (1991) who argued that a 
devaluation of the dollar stimulates in a world of imperfect capital markets US 
FDI inflows. 
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Increasing capital mobility in EC financial markets and the intensified inflation 
rate convergence imply a stricter convergence of real interest rates on financial 
assets (r, r*), while at the same time profit maximization of investors implies 
r=YK and r*=YK*. The implication is that long term real interest rates should 
converge in EC countries, so that divergent long term interest rates can only 
reflect different inflationary expectations and diverging degrees of policy 
credibility. Germany with its independent and credible central bank should 
therefore enjoy the advantage of lower long term nominal inflation rates - 
compared to EC countries with a politically dependent central bank. Germany 
also enjoys the advantage that the DM is a major international reserve asset, so 
that interest rates can be lower than in other EC countries. The DM's share in 
world reserves rose from 1 % in 1974 to almost 20 % in 1993. German 
unification offers new opportunities to reinforce the share of DM invoicing in 
Germany's imports and exports. Moreover, some multinational companies favor 
the DM as a means of account and transaction in Europe: DOW Chemicals 
declared in late 1992 that they would switch to DM-based invoicing throughout 
the EC. 

A faster nominal interest rate convergence in the EC implies that one major 
determinant of the demand for money in EC countries is converging. This 
should facilitate monetary policy, although different income elasticities in the 
demand for money are likely to persist across EC countries. In Europe money 
demand functions differ with respect to income elasticity, where e.g. Belgium 
and Germany had an income elasticity close to 1 and 1.2, respectively, while 
the U.K. recorded an elasticity of 1.89 (Butter and Fase 1981). A parallel 
recession in the U.K. and Germany would therefore reduce the demand for 
money in the U.K. much more than in Germany which would imply pressure on 
the pound sterling - even if inflation rates in the U.K. and Germany were the 
same. Moreover, the British economy's share in trade with the US is much 
higher than in any other EC country so that the US business cycle drives a 
wedge between the UK and the continental EC countries. Such shifts in 
monetary demand require offsetting interest rate policies in the EMS. In a 
monetary union with a single currency and fully integrated money markets such 
intra-EC shifts in money demand would no longer be a problem (except for EC 
external exchange rates). The potential gains from EMU and monetary union 
are therefore clearly related to the problems of the EMS with increasing capital 
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mobility and rising financial market competition (due to the single market 
project). Nominal interest rate convergence could be undermined by broader 
parity margins. If rising capital mobility requires to a widening of the parity 
band for some ERM countries - say ± 6 % - such that intra-EC trade with these 
countries would face higher transaction costs the opportunity costs of limited 
goods market integration could become so high that the switch to monetary 
union becomes attractive. Hence the EC's leading trading countries would be 
prime candidates for a small EC monetary union. Finally, if rising real interest 
rates in the EC and the pressure from the convergence criteria would force 
governments to sharply reduce welfare state benefits political support for EC 
integration could reduce unless a broad reform of social policies is envisaged. 

Trade, Investment and Exchange Rate Volatility 

Exchange rate stability will not in itself strongly support the creation of intra- 
EC trade and intra-EC investment if one is to follow standard empirical analysis 
{e.g. Bailey and Tavlas 1988; 1991; Gotur 1985), However, exchange rate 
instability in the EC cannot be seen as an isolated political issue; high exchange 
rate instability could lead to a collapse of the EMS and this could be the start of 
full EC disintegration. 

Trade and FDI go together in the EC, but trade links were typically established 
before major FDI links {Molle and Morsink 1991). In the single market 
intensified FDI flows could in turn stimulate the expansion of intra-EC trade. 
One must not overlook that portfolio capital flows have significantly contributed 
to EC equity capital in the 1980s (see Tab. 3). In the second half of the 1980s 
portfolio capital flows sharply increased as a source of equity capital, compared 
to EC inflows of foreign direct investment; in some years portfolio capital 
inflows reached about 50 % of FDI inflows. Therefore - and taking into account 
that full capital mobility will characterize the EC in the 1990s - reduced 
exchange rate volatility in the ERM could indeed stimulate an optimum capital 
allocation in the EC market; there is no doubt that portfolio capital flows are 
strongly influenced by exchange rate changes and exchange rate expectations. 
Misalignment and overshooting effects in foreign exchange markets could 
distort capital allocation in the single EC market which then would translate into 
lower positive growth effects than would have been recorded otherwise. 
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Tab. 3: Foreign Direct Investment (FDD and Portfolio Capital Flows in 



Industrial Countries, 1975-91 

($ bill., annual averages; outflows/inflows divergence due to divergent statistical 
coverage ) 



1975-79 


1980-84 


1985-89 


1990 


1991 


FDI outflows total 


34,7 


41.0 


128.4 


209.5 


165.3 


EC 


14*1 


20.9 


59.4 


97.5 


80,5 


FDI inflows tot. (ai ) 


19*9 


36.2 


98.1 


148.7 


115.2 






85.9 




« 2 /ai in % 


57.3% 


39.2% 


39.1% 


57.8% 58.8% 


portfolio capital 
outflows total 


12.4 


41.8 


176.8 


151.6 


277.6 


EC 


3.8 


18.9 


62.6 


79.8 


144.0 


portfolio oapital 
inflows total 


25.0 


57.0 


106.0 


159.1 


388.7 


EC 


a. 5 


17.7 


70.4 


94.4 


173.7 


equity capital 
Inflows, total (bi) 


3.7 


10.8 


31.4 


-16.0 


90.1 


Jbj in % of ajj 


28 . 6 % 


29.8% 


28.7% 


- 


57.1% 






...,y TJO.; . 




b 2 in % of 92 t 19.3% 


14.8% 


59.1% 


13.4% 


47.4% 



Note: Total EC EDI stock (inward) in 1988: $ 399 bill., of which 160 bill, as 
intra-EC EDI; average annual flows in 1985-89: $ 20 bill.; stock of EC EDI 
(outward) in 1988: $ 492 bill, of which $160 bill, as intra-EC stock. About 50 
% of EC EDI inward flows were from extra-EC sources in the second half of the 
1980s, down from a much higher share in the late 1970s and the first half of the 
1980s. 

Source: BIS (1992) Annual Report, Basel; EUROSTAT (1990), Provisional Report, 
Luxembourg, August 1990; YANNOPOULOS (1992); own calculation 



Reforming the EMS? 

It is doubtful that a tightening of margins could improve the functioning of the 
EMS and the ERM because increased capital mobility makes narrower margins 
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more difficult to defend; theoretical arguments also suggest that tighter margins 
will not be beneficial for the EMS {Canzoneri and Diba 1992), Moreover, the 
ERM has effectively reinforced policy coordination and made policy responses 
more similar within the EC (Bayoumi 1992), Widening margins might reduce 
the necessity to intervene, but it could also reduce the pressure for stronger 
monetary cooperation in the EC. More frequent small realignments and a 
feasible strategy for stage HI could be the suj^rior alternative to EMS reforms 
through changing margins. 

Credibility Debate 

More stable economic policies and better coordinated policies could be an 
indirect result of EC monetary integration, and this in turn could translate into 
higher economic growth as policy-induced fluctuations are reduced. Giavazzi 
and Pagano (1988) have emphasized the credibility argument of fixed exchange 
rates, namely that countries which otherwise have a pro-inflationary policy bias 
could enjoy an enhanced policy credibility - hence a smaller rise of 
unemployment during disinflation - if the currency is pegged to a country with a 
stable monetary policy and a good inflation record; entering the ERM also 
reduced nominal and real interest rates in the UK in 1990. This argument 
applies some basic ideas of Kydland/Prescott (1977) and of Barro and Gordon 
(1983) to the question of exchange rate arrangements in Western Europe. Indeed 
the costs of disinflation seem to be lower when certain EC countries peg their 
currency to the DM. However, once low inflation rates have been achieved 
there is no extra gain for economic policy makers. Too strong a reduction of 
inflation rates - below what nationally would be an optimal inflation rate under 
fiscal revenue aspects (given tax structures, marginal tax collection costs and 
options for seigniorage gains) - could create accentuated social conflicts 
concerning the income distribution between labor and capital as well as 
acceptable tax burdens, and such conflicts in turn could weaken growth. 

Inflation and Growth 

There is empirical evidence for a negative correlation between inflation and 
economic growth {Grimes 1991); basic economic theory supports this view as 
long as the reduction of real interest rates in periods of modest inflation rates 
and the induced higher investments are not dominating the distortionary effects 
of inflationary misallocation. The traditional welfare analysis of inflation puts 
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the focus on the impact of changing nominal interest rates on the real demand of 
money M/P (Tatom 1976); the welfare costs H of inflation in the traditional 
analysis are H =(x(mo/io)'7r('2r/2 + r), where w is the inflation rate, a the 
interest elasticity of money demand, m=M/P and i (r) the nominal interest rate 
(real interest rate). A refined approach would have to include the question 
whether the inflation induced change in real output Y is positive or negative. 
The welfare loss relative to GNP, h, then is given - with V defined as Y/m - by 
h= Vo'^cr(l/io)^(7r/2 + r) - [(Sm/5Y)(6Y/67r)][(Yo/mo)(mo/Yo], where the 
term in squared brackets simply is used to introduce the income elasticity of the 
demand for money y so that we get with Y^ denoting SY/Stt: 
h= Vo-la(l/io)x(7r/2 + r) - (moY^Em.Y) 

An increase (a fall) of Y shifts in i,M/P space the money demand schedule to 
the right (left) so that a negative sign of Y^ would imply an additional welfare 
loss of inflation - see appendix 2. The impact of lower inflation rates on real 
output growth in the EC is unclear because in some EC countries higher 
inflation rates were a social mollifier in the struggle for income between capital 
and labor. The removal of barriers for free capital flows and the higher capital 
mobility resulting from privatization and increased competitive pressure in the 
EC single market already have aggravated conflicts between capital and labor - 
within labor between insiders with relatively protected workplaces in the firm 
and outsiders with their uncertain job positions. 

Gains from EMU 

The Report of the EC COMMISSION (1990, p.81., p.89, p. 186) has argued 
that static and dynamic gains from economic and monetary union could reach 
between 3.6% and 16.3% of EC GDP; the direct monetary union gains from 
the elimination of transaction costs and hedging costs are estimated to be about 
0.4 % of EC-GDP; an upper limit for the welfare benefit of reduced infiation is 
0.3 % of Community GDP; the seigniorage revenues from potential shifts in 
international cash holdings in favor of the ECU amount to about 0.05 % of EC 
GDP so that monetary union would bring a benefit of about 1 % of GDP. This 
could be more than the benefits from the single market which the Cecchini 
(1988) Report estimated to yield one-off benefits of 2.5-6.S % of Community 
GDP. There might be also dynamic gains from increased competition, improved 
policy coordination in the EC and higher economic growth in a regime of lower 
inflation rates (see appendix 3). However, higher price transparency could also 
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imply higher wage transparency which in turn could create in a North-South 
context of the EC problems akin to those encountered in a West-East context 
after German unification. Greater wage transparency could create intensified 
upward wage pressure in low income EC countries where wage claims might 
outpace productivity growth. The dynamic gains from monetary union are 
assumed to accrue via reduced EC real interest rates, the elimination of intra-EC 
exchange rate uncertainty and gains from a greater (reduced) role of the ECU 
(dollar) in international financial markets and in central banks' international 
reserve management worldwide. The Cecchini Report had argued that static 
efficiency gains from the single market program would amount to 2.5-6.5% of 
EC GDP so that the EC Commission's analysis of monetary union effects 
implies that monetary union would have greater positive effects than the 
removal of non-tariff barriers in the EC. 

One caveat with respect to gains from a changing global reserve composition 
concerns the fact that a reduced number of EC currencies will induce non-EC 
countries to cut the amount of overall EC currency holdings (Kenen 1992), In 
addition to this one may raise the question how external exchange rate volatility 
and the level of the real ECU exchange rate will be affected by EC monetary 
union. The new type of global currency competition in an oligopolistic setting 
will affect volatility - with uncertain a priori effects. The real income effect of 
monetary union and the change in the average EC interest elasticity in the 
demand for money will affect the level of the real ECU exchange rate vis-k-vis 
the dollar and the yen. A real depreciation of the ECU is likely to attract higher 
EDI inflows from the USA and Japan so that Western Europe would benefit 
from heavy EDI inflows in a similar way as the US in the second half of the 
1980s. Implicitly the Eroot Stein argument of imperfect capital markets is used 
here. If the ECU would face a real appreciation which is the view consistent 
with the report of the EC Commission the real depreciation of the dollar would 
stimulate EC EDI outflows to the US and reduce US outflows to the EC where 
economic growth would then be lower than otherwise. As regards EMU benefits 
there are three final caveats from a global perspective: EC currency unification 
could mean a lower intensity in global currency competition and could therefore 
bring higher inflation worldwide; the degree of competition will depend, among 
other things, on G-7 collaboration. Second, on the way to EC monetary union 
rising intra-EC policy conflicts and higher EC unemployment could reduce 
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effective demand in the EC which in turn would reduce the export potential of 
the US and other countries so that global output could be negatively affected; 
under such circumstances the benefits from improved G-7 coordination might 
also be worse than before monetary union. Finally, and this seems to be the 
biggest risk of EMU, prudential supervision in the EC could become weaker 
under the impact of competitive deregulation and the principle of home country 
supervision. Internal or external shocks could then destabilize the financial and 
real sphere of EC countries (and the whole OECD area) more than when EC 
financial markets, separated by national currencies, would have allowed 
mitigating shocks by different national shock absorbers and economic policies. 



2.2 Problems with the Kenen Criterion 

A critically important question refers to the impact of the EC single market and 
the ongoing real integration for adequate monetary integration in the 
Community. If the unfolding of the single EC market reinforces the case for 
monetary union the EC 1992 program would indeed suggest that this program 
and monetary union are complementary elements (as suggested by the EC 
COMMISSION). However, from the perspective of the optimum currency 
literature there is one basic reservation, namely the question whether or not the 
Kenen criterion {Kenen 1969) will be violated by the dynamics of the single 
market. The Kenen criterion argues that a highly diversified production and 
export structure reduces the significance of the exchange rate as a policy 
instrument because a high degree of diversification makes it likely that random 
external shocks will tend to cancel out at the aggregate export or import level. 
The developments in industrial diversification in both "old” EC members and in 
Spain, Portugal and Greece as EC latecomers do suggest that integration might 
go along as much with increasing national specialization in some cases as with 
increasing diversification in other cases (Tab. 4). To the extent that the single 
market program means creating huge EC markets with a greater emphasis on 
economies of scale one would indeed expect that intra-EC specialization should 
play a considerable role in the 1990s. Tab. 4 shows in column 1 that the degree 
of economic openness supports the case of monetary integration in the EC. 
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Tab. 4: Industrial Specialization Degree h and Intensity of Structural 
Change (B: moving 5-year average in degrees) in Selected Countries 

SSj^ In S£ 

Degree of Specialization is defined as h= ioo(i + ) 

^max 

where is the share of value-added of industry i and number of industries existing (h=0, 

if all industry shares are equal; h= 100 if there is only one industry). 

S S£(t)S£(t-l) 

Degree of Structural Change; cos fi = 

t(S Si(t)^)(S Si(t-1)2 ]°-® 



COUNTRY 


1980 




1989 


89/80 


1989 


1981 


1989 




X/Yratio 


degree 


of specialize- 


chan- 


merch . ex- 


export con- 


chan- 


[man. in- 


tion of 


industry 


ge 


ports /GNP 


centration 


ge 


du./Y,%] 


(structrual change) 




[intra EC#] index (0>k<l) 89/81 


GE 38.5 


12.1 


14.5 


15.4 


+ 


26 


.062 


.085 


+ 


[31.1] 


(2.7) 


(3.5) 


(1.9) 




[55/52] 








F 22.7 


10.4 


11.1 


11.4 


+ 


19 


.054 


.059 


+ 


[21.3] 


(3.7) 


(2.8) 


(2.6) 




[63/60] 








I 18.5 


1 10.1 


10.9 


10.8 


+ 


17 


.063 


.056 


- 


[23.2] 


(2.8) 


(6.1) 


(2.1) 




[59/58] 








NL 56.1 


15.4 


16.0 


15.2 


- 


47 


.124 


.066 


- 


[20.2] 


(2.8) 


(3.4) 


(2.3) 




[77/64] 








B 71.5 


12.5 


14.0 


13.8 


+ 


61## ##.096 


.104 


+ 


[23.3] 


(2.6) 


(2.8) 


(2.2) 




[75/73]## 








L 72.2 


37.0 


34.0 


24.3 


- 


n.a. 


n.a. 


n.a. 




[28.4] 


(3.1) 


(3.0) 


(5.8) 




n.a. 








UK 23.6 


11.1 


11.9 


12.1 


+ 


21 


.083 


.060 


- 


[20.4] 


(3.8) 


(2.6) 


(2.0) 




[53/52] 








DK 37.9 


14.4 


14.9 


14.6 


+ 


26 


.075 


.074 


- 


[15.8] 


(3.0) 


(3.0) 


(2.2) 




[52/52] 








IR 69.6 


14.9 


18.8 


21.0 


+ 


57 


.121 


.132 


+ 


[25.6] 


(4.5) 


(4.5) 


(4.1) 




[75/67] 








SP 17.4 


8.4 


8.5 


9.8 


+ 


15 


.079 


.104 


+ 


[25.8] 


(5.5) 


(3.4) 


(4.9) 




[70/60] 








P 36.6 


11.2 


10.4 


10.5 


- 


35 


.094 


.103 


+ 


[26.7] 


(5.3) 


(7.0) 


(5.2) 




[61/70] 








GR 21.9 


10.5 


11.8 


12.1 


+ 


22 


.167 


.144 


- 


[15.3] 


(3.6) 


(4.4) 


(4.1) 




[64/64] 








USA 


11.9 


13.5 


12.4 


+ 


8 


.064 


.088 


+ 


UJLdO. 


J,2 agJ 


(3.4) 


J3. 11 













# share of intra-EC merchandise exports/intra-EC imports in 1990; k = normalized Hirschmann 
index scaled to fall in the interval 0, 1 (maximum concentration) on the basis of 3 digit 
SrrC/2(i= 1-239 groups); ##=B+Lux. 

[VS(Xi/X)2] - Vl/239 239 

kj= where X= Sx^; x= exports; j= countries 

l-Vl/239 i=l 

* 1989, ** including Luxembourg; Note: X/Y ratio = exports of goods and services/GNP 
(B,L,P,GR,IR: 1990, otherwise 1991) x= merchandise exports x* = merchandise imports; [share of 
manufacturing industry in GNP Y in %]; Source: UNE>0 (1992), GATT (1992) and OECD, Directions 
of Trade, own calculations. 
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However, export-GNP shares are still surprisingly low in France, Italy and 
Spain, where state-ownership of &ms (in Italy also protection through kick- 
backs) restricted import competition and discouraged ferns' drive for exporting. 
One may note that the share of intra-EC trade is lowest in the U.K. and 
Denmark, where the resistance against EC deepening is particularly strong - 
although as regards social policies the U.K. and Denmark are opposed to 
Maastricht for opposite reasons: Denmark wants to keep high standards in social 
policies; the U.K. would like to maintain its low level of social policies and the 
apparent advantage of low unit labor costs. The degree of specialization in 
industry has not increased in all EC countries in the 1980s, and the same is true 
with respect to export concentration. The single EC market could indeed 
reinforce the degree of specialization in some countries since improved 
opportunities for exploiting economies of scale by concentrating production in a 
few countries will be exploited by multinational companies facing fierce 
competition in the EC. At the same time increasing intra-industry trade could 
mitigate tendencies towards increasing specialization. 



3. Transition Problems towards EMU 

In the single market intensified price arbitrage and reduced scope for intra-EC 
price discrimination (along traditional political border lines) will reinforce the 
tendency for ERM countries to exhibit a common tradables inflation rate. With 
a given relative price of tradables to nontradables this implies a common 
inflation rate or at least a faster convergence towards common inflation rates. 
The price of nontradables will rise relative to tradables in the course of 
economic catching-up in southern EC countries (Spain and Portugal). Balassa 
(1961) and Kravis and Lipsey (1988) provide arguments and empirical evidence 
that the ratio of the price of nontradables to tradables is a positive function of 
per capita income. Relative price shifts significantly affect regional price levels 
in the case of the US, too {Tootell 1992). One may add the hypothesis that 
relative wealth positions in the EC influence relative prices in the same direction 
as relative income positions. In EC regions with a quasi-current account surplus 
the prices of immobile assets will increase as their owners - with a preference to 
live in a prospering region - build up a net creditor position vis-a-vis people in 
regions with a current account deficit. One should therefore not be surprised 
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that some inflation differential will persist among EC countries even in the long 
term. 

Tradables vs. Nontradables: Divergent Sectoral Inflation Rates 
The consumer price inflation rate for tradables in the EC reached 3.2% in 1992, 
while that for nontradable goods and services was more than twice as high 
(6.6%; see Tab. 5). This difference might transitorily even widen if the single 
market program brings about closer integrated markets for tradables such that 
major firms in these markets would all have lower market shares than in the 
more segmented pre-1992 markets in the EC. The EC central bank governors' 
report for 1992 has drawn attention to the divergence between the development 
of prices of tradables and nontradables and has argued that strengthening 
competition policies and providing less protection for traditionally sheltered 
industries could reduce not only the differential between the dynamics of 
tradables and nontradables, but might indeed contribute to reducing the overall 
inflation rates in some EC countries and thus indirectly support a downward 
convergence process (Tab. 5). Defining p=(pN^fi(pT)(l"B) and assuming that 
the law of one price holds for tradables (E=p"^/P^*) we obtain 
E==pT/pT*==[P(pT/pN^fij^|pM«p>Ts!c/pN»ie^Bjfcj shows that the nominal 

exchange rate E depends both on relative price level developments and on 
relative shifts in the price of tradables to nontradables - shifts which can be 
influenced by economic catching-up processes which induce relatively high 
increases of the nontradables price P^ (e.g. in Southern EC countries); slow 
productivity growth caused by price cartels in the service sector (even relevant 
in the Netherlands as it turned out in 1993) could be an alternative explanation. 
Assuming that the marginal product rule w/P^=z^ and w/P^=z^ holds 
(similarly for nominal wages W* abroad, where we assume B=B*) then the 
relative change of the equilibrium exchange rate is: 

(2) dE/E = ir-ir* + (l-J 5 )[(zT*-zT)+(zN_zN*)] 

In the single market there is a need for changes of EP*/P as long as intra-EC 
differentials in labor productivity in the tradables sector (z"^*-z^) and the 
nontradables sector (z^-z^*) persist, and a change of E is necessary even if the 
inflation rate at home (t) is the same as abroad (t*). If tradables are 
heterogeneous one gets E=<^p"*^/p"^*, where <j> could depend on relative product 
innovativeness (Q/Q*). As a country's industry is moving up on the technology 
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ladder - relative to its competitors - its terms of trade will improve because the 
share of goods fetching high prices with high Schumpeterian rents will increase. 



Tab. 5: Consumer Price Inflation (%) for Tradables and Nontradables in the EC 
^.a. changes; countries ordered in accordance to the sectoral price differential in '92) 



(A, 


1992) (B 


1992) 


(A)-(B) 


Average 


Diffe 


Nontradables 


Traded 


Dif fe- 


rential : 


Peri< 


and 


Services 


Goods 


rence 


1982-86 


1987-' 


Italy 


7.5 


2.8 


4.7 


4.5 


4.2 


Greece 


19.2 


14.7 


4.5 


0.3 


5.5 


Spain 


8.8 


4.5 


4.3 


0.3 


5.3 


Portugal 


11.2 


7.4 


3.8 


1.1 


3.3 


U.K. 


7.3 


3.8 


3.5 


1^4 


2.0 


Denmark 


3.5 


0.2 


3.3 


0.9 


1.3 


France 


4.5 


1.6 


2.9 


1.0 


3.3 


Germany (W.) 


5.5 


2.7 


2.8 


1.6 


1.2 


Belgium 


4.2 


2.4 


1.8 


-0.7 


0.1 


Nether 1. 


4.1 


2.6 


1.5 


1.4 


1.5 


Ireland 


3.9 


2.5 


1.4 


2.8 


1.5 


EC Average 


6.6 


3.2 


3.4 


1.8 


2.8 


EC Stand. Dev. 


2.4 


1.9 


0.5 


1.4 


1.5 



Source: Committee of EC Central Bank Gov. (1993), Annual Report 1992, Basel. 

Industrial economics suggests that mark-up rates in markets with standardized 
products are a positive function of market shares so that falling market shares 
would imply reduced mark up rates - as soon as intra-EC mergers and 
acquisitions raise market shares the prices of tradables could transitorily increase 
faster or at least almost as fast as those of nontradable goods and services. 
Privatization of industry in EC countries with high shares of state-owned 
industry in industrial output could indeed be one key to more competition in the 
supply of industrial services from national markets. Moreover, the privatization 
of state-owned firms in the services industry (telecom, insurance companies, 
utilities) as well as the increased competition from the single market program 
and the greater mobility of the users of services could reduce nontradables 
inflation rates. In this respect developments in Italy, France, Spain and Portugal 
which all have envisaged broader privatization plans in 1992/93 will be 
interesting to watch in the 1990s. This reinforces uncovered interest rate parity 
i=i*+a, namely to the extent that banks/insurance companies are privatized. 
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3.1 Conflicts of Interest and Asynunetric Adjustment Capability 

In a period of high dynamics in international financial markets and great 
political uncertainties throughout Europe it would be wise to create a reliable 
and functional ESCB, not an additional source of uncertainty and political 
conflict which - in a stage of rising European nationalism - could lead to 
destabilization of the whole EC integration process. Euroj^ has faced several 
stages of monetary integration after 1945 (see appendix 2), and EMU could be a 
final stage or just one step too much. 

On the way to monetary union there remain potential conflicts of interests 
within the EC 12 group. In 1991 - prior to the recession 1992/93 - 
unemployment rates strongly differed among EC countries, where the figures 
for the five big economies were in the range of 4.5 % (Germany) to 17.5 % in 
Spain; France, Italy and the U.K. all recorded figures around 10 % and thus 
were close to the EC average. A 10 % average unemployment rate in the EC 
points to serious labor market clearing problems, while the divergent national 
figures of the big economies suggest that national perceptions of the desirability 
to exploit short term inflation unemployment trade-offs might differ among EC 
members strongly. Since stage III of EMU would imply giving up the exchange 
rate instrument - within the EC - insufficient labor market clearing could 
become an even more serious problem for the EC in the future. An even more 
important field of interest could be the sensitivity of public budgets to interest 
rate changes. The ratio of interest expenditures to government outlays exceeded 
10 % in Portugal, Ireland, Italy, Belgium and Greece, while in the U.K., 
Germany and France it was in the range of 4-5 %. Interest rate shocks as well 
as high interest rate policies are not too difficult to absorb in the latter countries. 
Indeed real interest rates in the 1990s could remain high not only because of an 
increased global savings shortage (as compared to the 1970s and the early 
1980s), but also because high marginal products of capital in the single market 
as well as in North America and some Asian NICs create upward pressure on 
real bond interest rates. High real interest rates would make compliance with 
deficit and debt convergence indicators impossible to achieve for Ireland, Italy, 
Belgium and Greece - and possibly also Portugal which, however, can still 
improve its position through a massive privatization program. The role of 
interest rates in credit allocation generally increased in the 1980s (OECDJ993). 
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A small monetary union that would be comprised of only five or six countries at 
first - Germany, France, the Benelux countries, and possibly Italy (to start with 
the old group that formed the EC in 1957) - could be a feasible and sustained 
EMU club. Neumann and Von Hagen (1992) found that Germany and the 
Benelux countries - with a caveat also France - showed a similar degree of real 
exchange rate flexibility (which could come from nominal exchange rate 
changes as well as from national price level changes) as the West German 
Lander showed "real exchange rate flexibility” within Germany's common 
currency area. The real exchange rate is the price index of a country relative to 
the price index of the rest of the world, and within a country it is the regional 
price index relative to the national price index. High real exchange rate 
flexibility is necessary to absorb shocks and shifts, and if the ERM members 
France, Benelux and Germany (plus Austria) show as high a real exchange 
flexibility via changing prices as Germany's regions show one may assume that 
giving up the exchange rate instrument does not significantly worsen real 
exchange rate flexibility. 

However, for a small union comprised of 5-7 member countries it is quite 
difficult to see how the club members could fulfill the convergence criteria. 
Discretionary decision-making by the EC council could finally solve this 
contradiction, but EC countries left behind could feel excluded on arbitrary 
grounds. Hence as regards the crucial debt and deficit criteria a market-oriented 
escape clause could be useful which would stipulate that all countries whose 
government debt has been rated AA (or better) for at least two consecutive years 
- prior to the ECOFIN reporting - can be considered as having passed the debt 
convergence test. A paradox improvement of national debt ratings could occur 
immediately after full EMU membership becomes apparent because markets 
might anticipate an effective future EC bailout behavior - in contrast to all 
declared ex ante no-bail out clauses. If a small EC monetary union were to exert 
a dominant impact on monetary policy in the single market the union must not 
be too small in the sense that only if at least half of monetary growth in the EC 
is directly controlled (Tab. 6) would one expect that other EC countries which 
have pegged their parities to the UNION will be dominated by the union's 
stability-oriented monetary policy. Non-union members would have to bear the 
burden of adjustment if there were tensions in the rest-EMS. 
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Tab. 6: Selected Divergence Indicators for EC Countries, 1991/1992 

(figures are in %, except for the population which is in Mill.; real unit labor 
cost index 1980=100; 1990 per capita income based on World Bank, at 
purchasing power rates) 
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M3/M^^ indicates for 1991 the shares of national monetary aggregates in EC total M3; 
weights in ECU basket according to revision of July 19, 1989. 



* interest expenditures in % of general government expenditures; growth rates for 
broad monetary aggregate; *# including Luxembourg (share of 1 % in M3/N# ^ ); 

#* own estimate; ** West Germany, except for population figure; # without Greece; 

## OECD standardized unemployment rates for 1992.11 (Italy, Portugal and Greece: I. 
quarter); real unit labor costs from unit labor costs/GNP deflator; index 1980= 100. 

Sources: OECD (1992), Main Economic Indicators; OECD; Economist (1992, Sept. 19 
and 26), IMF, International Financial Statistics und Eurostat, Luxembourg; EC 
Commission (1992), European Economy, Supplement A, No. 5/6 1992; WELCKER, J. 
and MERGE, C. (1992), Spanien mUfite mehr abfUhren, als es vom KoMsionsfond 
erhielte, Handelsblatt, 8/6/91, Nr. 150, 11; WORLD BANK (1992), World Development 
Report, New York, Tab. 30, Deutsche Bundesbank, Monatsberichte, March 1993, EC 
Commission. 
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Overambitious goals for creating an EC monetary union with all member states 
at the outset bear in it the seed of future disintegration. It is not the intra-EC 
divergence of national per capita income which makes monetary union of all EC 
members a problem (one may recall that German monetary union of 1871 was 
compatible with considerable intra-German divergences, ranging from a per 
capita income of about 65 in East Prussia and West Prussia to 186 in Hamburg 
in 1913; Borchardt 1968). The problem is the divergence of policy preferences 
and desired policy strategies. Moreover, some countries - such as Italy, Greece 
and Belgium - are more exposed to adverse interest rate shocks than EC 
members with low debt-GNP ratios (see the public interest ratios in Tab. 6). 

The lack of an EC public that would serve as a clearing mechanism for 
opposing national policy preferences can be considered as a crucial problem for 
achieving a viable monetary union in the EC. In critical situations in which the 
West German government clearly would have desired a more loose monetary 
policy than that actually realized the German public was the supporter of last 
resort for the stability-oriented Bundesbank which may be assumed to have a 
more long term policy orientation than the federal government with its typical 
focus on the next election campaign. As long as a genuine EC public is not 
existing, EMU might not be able to weather political storms or EC external 
economic shocks. Higher margins (±4 %) might be useful in such a situation 
and allow avoiding excessively high interest rates cum EC economic stagnation. 

Some observers (e.g. Seidel 1992) argue that as long as political union has not 
made considerable progress - say with EC based political parties - an EC central 
bank faces the risk of coming under political fire from all sides; from those 
governments which would like to see a more accommodative monetary policy, 
but also from those which consider the EC central bank's commitment to anti- 
inflationary policy as insufficient. A functional system of cross-national interest 
clearing in the EC is indeed necessary for a viable monetary union. One might 
argue that the formation of Euronationals {Klein and Welfens 1992) in the 
context of the unfolding of the single EC market and the increasing mobility of 
labor in the EC could support such a process. However, labor mobility in the 
EC is only about 1/3 of that in Japan and the US {OECD 1987, p.l36). 
Moreover, rising intra-EC labor mobility is a problem in a period of rising 
nationalism. 
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G-7 Coordination 

If the ESCB were not firmly rooted in the EC institutional fabric and enjoyed 
the support of all major EC countries' governments G-7 coordination in 
monetary and fiscal policy could become less effective than it used to be - much 
in contrast to what US or Japanese central bankers might expect. To the extent 
that US and Japanese policy makers expect to gain from a stability-oriented EC 
monetary policy external support for the ESCB could support the position of an 
EC central bank in the first crucial stage III of EMU. However, at least from a 
US point of view a strong and stable ECU is not ideal because the ECU would 
then endanger the still dominant position of the US dollar as a reserve asset and 
vehicle currency in international financial markets (on G-7 monetary policy 
divergence see Henning 1993), This conflict would not be strong if world trade 
and world investment would grow quickly so that a convertible ECU's position 
would build on the increase in international demand for reserves rather than on 
mainly substituting dollar denominated assets in the stock of international 
reserves. If an initially stable ECU could be established the dollar would 
depreciate which could let the US benefit both because of rising exports and - 
following the FROOT-STEIN argument - because of higher FDI inflows from 
the EC. For the EC this could mean suffering from increasing unemployment, 
especially if Japanese and Chinese export surpluses vis-k-vis the EC would 
further increase from already high levels at the start of the single EC market. 
This scenario as well as the economic opening up of Eastern Europe which 
confronts the EC for the first time with proximate low wage competition point 
to the enormous need for structural adjustment in the EC - a need not really 
recognized by policymakers. 



3.2 Institutional Aspects 

A major problem concerning decision-making in the ESCB is related to the fact 
that the six members of the directorate will be unanimously elected by the EC 
Council for an 8 year term, while the other members of the central bank council 
are the presidents of the participating central banks. The directorate is likely to 
enjoy greater political independence than the presidents of the national central 
banks and therefore the likelihood that the ESCB will adopt inflationary policies 
under political pressure in EC member countries is the greater the more EC 
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countries join the ESCB in an early stage and the more these countries are 
interested in inflationary monetary policies. If not more than six countries enter 
stage in, the members of the directorate could always bloc a pro-inflationary 
policy course since the central bank council will decide with simple majority; a 
majority of EC member countries would be 7 (the number will change after EC 
enlargement). 

Neglected Problems in the Maastricht Treaty? 

As more and more central banks in the EC gain political independence one may 
wonder whether or not two major problems of capitalism should be addressed 
more explicitly in a revised Maastricht Treaty - in the context of the revision 
talks scheduled for 1996 in accordance with the Maastricht Treaty: (i) The risk 
of deflationary policies might seem to represent a rather opaque danger for the 
real economy in the EC, but as the US central bank has shown in the Great 
Depression a deflationary policy course (whether really intended or not) cannot 
be ruled out a priori, (ii) The risk of insufficient regulation of highly developed 
and volatile financial markets cannot be overlooked in the EC. The S&L crisis 
in the US in the 1980s has shown that poor and uncoordinated financial 
regulation can create high wealth losses, create widespread uncertainty and 
transitorily impair economic growth. Two EC reports on the ERM and a study 
commissioned by the G-10 group (presented in May 1993) argued that there was 
no need for a reform of the ERM. The report, however, argues that the high 
volume of foreign exchange markets - reaching almost $ 900 bill, in daily 
turnover in the early 1990s - requires attempts by all ERM partners to pursue 
monetary policies that are consistent with fundamental economic variables and 
are conducive to price stability. Intensified monetary cooperation is required. 

Creating a monetary union creates specific problems, some of which are 
highlighted by the Belgium-Luxembourg currency union which dates back to 
1921. Even after more than 75 years there are practical convertibility problems 
that are caused by the fact that banknotes in the two countries look different 
(while the parity is 1:1 and the unit of account the same); if one takes 
Luxembourg banknotes - Luxembourg francs - to Belgium in order to buy goods 
or acquire assets Belgium people often refuse to accept these banknotes. Hence 
there is a practical convertibility problem which results in transaction costs. 
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3.3 Some German Points of View 

In Germany the Maastricht Treaty has created a vivid discussion among 
academics, the banking community and the general public about EC monetary 
union. Economists from academia were not really involved in the pre-Maastricht 
decision-making of the German government and hence it is not surprising that 
after Maastricht the government faces a majority of critical economists. The 
banking community has always supported EMU, possibly because they expect 
profitable opportunities to expand in a common currency area whose functioning 
would follow the well-known lines of Bundesbank policies. An initially very 
supportive business community has become more skeptical in Germany in 
1992/93 because a stability-oriented ESCB seems to be more difficult to 
establish than anticipated in 1990 and because German exporters' and importers' 
advantage of invoicing in the home currency (DM) is no longer a source of 
comparative advantage if all EC countries are members of an ECU/ESCB club. 

There are three forces which could destroy the EMS: The Bundesbank - which 
never liked the EMS system - with a high interest rate policy (indirectly 
motivated by German unification) which induces devaluation pressures on other 
EC currencies; the mighty speculators whose power is increased by the EC's 
switch to full capital mobility, the single market and privatization projects in 
major EC countries; and inadequate macroeconomic policies in EC countries. 

The Brussels ad hoc reform of the EMS showed that not only EC monetary 
union is a delicate issue. The transition stage in a period of higher capital 
mobility and increased internal and external adjustment pressure is a strategic 
topic for EMU. With parity margins of 15 % the EMS is almost floating, and 
the advantages of fixed exchange rates, downward inflationary convergence and 
increased policy credibility were given up in a critical situation. More exchange 
rate Iflexibility is indeed useful in a situation of asymmetric shocks (German 
unification, CMEA disintegration and EC single market dynamics) and high 
unemployment rates in all major EC countries. However, after a transition 
period of much greater flexibility reduced parity bands should be introduced 
(maybe with margins of ± 4 %). The Brussels meeting of Sunday, August 1, 
1993 proved that the EC partners have the political will to save the EMS; 
however, crisis management was no swift reaction. According to the Financial 
Times of August 3, 1993 the monetary committee's meeting (on Saturday) 
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brought only an agreement to preserve the ERM and its central parity grid. 
When the ECOFIN met on Sunday, Germany's proposal for solving the crisis 
was to widen the margins in the EMS. France absolutely refused to devalue the 
FF, and Germany insisted that the Bundesbank could not be expected to provide 
unlimited intervention. A Franco-German proposal that the DM should leave the 
ERM (for a certain period) turned out to be not feasible. The Netherlands which 
has traditionally maintained a currency parity with the DM, signalled that it 
intended to follow the Germans out of the ERM. Reacting to this Dutch move 
Belgium -h Luxembourg and Denmark indicated that they, too, wanted to leave 
the ERM. France was facing the strange option to be left behind with Portugal 
and Spain - the latter two enjoying the ± 6 % parity band. This solution would 
have resulted in a kind of two-tier snake arrangement, and France certainly was 
not eager to create the impression that the "franc fort" policy (maintaining the 
DM-FF parity) had failed. At the same time the French government faced a 
public opinion which favored lower interest rates and employment growth over 
the goal of exchange rate stability. The final solution was to adopt a fluctuation 
band of 15 % for all ERM currencies. The effective revaluation of the DM 
could reduce import prices and reduce inflationary pressures in Germany so that 
the Bundesbank in turn could adopt a policy of more quickly reducing interest 
rates. However, given the fact that about 50 % of all prices are state- 
administered prices or prices strongly influenced by government procurement a 
fast reduction of German inflation is unlikely; this holds especially because 
excessive monetary growth of 1991/92 will translate with a lag into inflation in 
1993/94. EC monetary problems can only be overcome if labor market clearing 
is reinforced and economic growth is increased. Growth rates could be 
depressed by exchange rate uncertainty and shocks {e.g. German unification). 

The collapse of the CMEA, the USSR and the Warsaw Treaty Organization 
mean that Germany and the other EC countries have lost an external catalyst for 
political cooperation in Western Europe, and indeed in all EC countries the 
political focus is strongly back on the national interest ("where is my net gain?") 
and sometimes nationalistic perspectives influence politics again. Weakening EC 
cohesion could indeed result not only from increasing internal political conflicts 
in the EC 12 group, but EC widening could furthermore weaken the political 
cohesion as decision-making becomes more complicated, ineffective and 
inefficient in an enlarged Community. If political unification or at least stable 
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and efficient political schemes for achieving intra-community consensus, 
competition and coordination were a prerequisite for a viable currency union or 
unification, EC widening - whether towards Scandinavia or central and eastern 
Europe - would be the wrong step. Hence facing a trade-off situation of EC 
deepening (monetary union) vs. EC widening Germany might find that its 
politico-economic gains from EC enlargement are considerable, but those from 
EC deepening quite uncertain. By itself Germany is unlikely to give up the idea 
of EC monetary union and strongly emphasizes potential opportunities in central 
and eastern Europe, although the ex-CMEA area offers new opportunities not 
only for exporting goods and acquiring firms, but also for exporting the 
Bundesbank model to the increasing number of countries plagued by 
hyperinflation and the desire to establish a stable currency. On balance a united 
Germany - facing enormous adjustment problems in the context of unification 
(Welfens 1992a) - cannot gain much from central and eastern Europe because in 
economic terms the region is poor and has limited prospects for a successful 
economic opening-up. However, transforming economies in the ex-CMEA 
could reduce EC cohesion and change German policy perspectives indirectly 
(Welfens 1992b, 1993a). If Germany's main EC partner, France, would face 
serious agricultural and industrial adjustment problems as a consequence of the 
economic opening up and transformation of former CMEA countries this would 
raise pressure on Germany to step up its net contributions to the EC budget - 
while the contribution of France would reduce; this could sharply intensify the 
German discussion about the gains from EC membership. From an economic 
point of view Germany's gains from higher trade through EC membership 
clearly override the fiscal contributions, but in the political debate the gains 
from trade are underestimated because they are spread over millions of products 
and millions of consumers/investors, while the contributions are clearly visible. 
Germany's prospects to impose its monetary policy course on other EC 
countries has improved after German unification. Germany's firms traditionally 
faced lower wage pressure than EC rivals in the 1980s and if Germany can 
restore its lead in price stability in the even more competitive single market in 
the 1990s the political pressure in other EC countries to match low German 
inflation rates will be reinforced (see Tab. A2). German firms already account 
for shares of 20-30 % in EC partners' imports in 1990; exceptions with lower 
shares are the U.K., Ireland, Spain and Portugal. Moreover, a united Germany 
as an export market is crucially important for all EC countries. 
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Appendix 1: 

Tab. Al: Increasing Financial Internationalization: Cross-border 
Transactions in Bonds and Stocks 

(Gross purchases and sales of securities between residents and 
non-residents in % ofGNP) 



1970 1975 

US 2.8 4.2 
Japan n.a. 1.5 
FRG 3.3 5.1 
F n.a. n.a. 
IT n.a. 0.9 
UK n.a. n.a. 
Canada 5.7 3.3 



1980 


1985 


1990 


9.3 


36.4 


92.5 


7.0 


60.5 


118.6 


7.5 


33.9 


57.5 


8.4* 


21.4 


53.3 


1.1 


4.0 


26.7 


n.a. 


367.5 


690.1 


9.6 


26.7 


63.8 



* 1982 

Source: BIS (1992), 62nd Annual Report, Basle. 



Tab. A2: Germany's Leverage Through Trade: EC Countries and US, 1973-1990 



FRG*s Import Pressure FRG's Importance as Export Market 
(% in Country's Imp.) (Share of Exports to FRG) 





1973 


1979 


B+L24.9 


22.0 


NL 


27.1 


24.2 


DK 


20.4 


19.7 


F 


22.7 


18.0 


IT 


20.3 


17.2 


GR 


19.5 


15.9 


P 


14.5 


12.4 


SP 


13.6 


9.6 


IR 


8.2 


7.5 


UK 


8.5 


12.0 


US 


7.7 


5.4 



1990 


79-90 

swing 


24.1 


+2.1 


25.8 


+1.6 


22.8 


+2.9 


19.0 


+1.0 


21.3 


+4.1 


20.8 


+4.9 


14.4 


+2.0 


16.5 


+6.9 


8.4 


+0.9 


15.9 


+3.9 


5.7 


+0.3 



1973 


1979 


23.6 


22.5 


32.8 


30.5 


13.2 


17.5 


19.3 


17.2 


21.7 


18.9 


21.5 


19.3 


7.5 


12.7 


11.7 


10.3 


6.2 


00 

00 


6.3 


9.9 


5.3 


4.7 



1990 


79-90 

swing 


21.3 


-1.2 


27.8 


-2.7 


19.9 


+2.4 


17.4 


+0.2 


19.1 


+0.2 


22.2 


+2.9 


16.7 


+4.0 


13.5 


+3.2 


11.7 


+2.9 


12.7 


+2.8 


4.8 


+0.1 



Germany's** 
Trade Share 



Exp. 


Imp. 


7.4 


7.2 


8.4 


10.1 


1.9 


2.0 


13.0 


11.8 


9.3 


9.4 


1.0 


0.6 


0.9 


0.9 


3.5 


2.4 


0.4 


0.9 


8.5 


6.7 


7.3 


6.7 



** Share m German total merchandise exports and Imports, 1901 



OECD (1992), Foreign Trade Statistics, Series, A, Paris; Deutsche Bundesbank 
(1992), Statistische Beihefte zu den Monatsberichten der Deutschen 
Bundesbank, Reihe 3, Juli, own calculation. 
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Appendix 2; Fig. Al: Historical Steps of European Monetary Integration 



European Payments Union 1950-58; Admi- 
nistered by the BIS (Bank of Interna- 
tional Settlements Founded in 1930) 



IMF: 1945 
Bretton Woods 
System 1945-71 
$ Exchange Rate 
US PoUcy/G7 



pJ— 1958 (Convertibility) - 
EC MONETARY COMMITTEE 
Representatives of Cen- 
tral Banks and of Mi- 
nistries of Finance 



-1973- 



Working Group on 
Monetary Aggregates 
Working Group on Mo- 
netary Instruments 
1974— 



rEC Realignments? 

1-1957 1 

ECOFIN: Council of Econo- | 
mics/ Finance Ministers 

EMCF- European Monetary 
Cooperation Fund (Faci- 
lities for Intervention) 

1973-J 

WERNER Report 1970 
DELORS Report 1989 



-1964/1974* 



Committee of EC Central Bank Go 
vernors(CBG) ; 8 Subcomm. in 1993 H 



Bilateral Monetary/ Fiscal Co- 
ordination: Germany & France 
1-1988 



EC Central Banks 



-Foreign Exchange Markets 
^EC Financial Markets 



-SNAKE 1972-78 



EUROPEAN MONETARY SYSTEM 
ECU/ Exchange Rate Mechanism 
Maastricht European Moneta- 
ry Institute (CBG+EMCF) 1994 



Economic and Monetary Union 
European System of Central 
Banks; EC Central Bank 199? 



* founded in 1964, but major activities only have developed since 1974 when the EC Council 
declared convergence of economic policies to be a priority of EC economic policies 



Source: adapted from WELFENS (1993b) 
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Appendix 3 : A Graphical Analysis of Benefits from Monetary Integration 

Benefits from holding money can be analyzed with emphasis on the role of money as a production 
factor which allows increasing aggregate output or a consumption good sui generis. In an n country 
world the switch to a single currency would obviously minimize information costs in international 
transactions and contribute to increased competition in financial markets so that the interest rates i at 
home and i* abroad will equalize. However, at the same time there would be no longer any competing 
monies which lets economists expect that the quality of money issued would deteriorate because of 
reduced international political competition. There would be a higher world inflation rate than otherwise 
and hence a higher nominal interest rate i which is composed of the real interest rate r and the expected 
inflation rate tt'. With a standard nominal money demand function M^=Pm(i)Y the real demand for 
money m^(=M^/P) would reduce if nominal interest rates rise; increased opportunity costs of holding 
money will induce individuals to try to reduce real money balances through increased spending on 
goods or acquisition of other assets. With a lower nominal interest rate - whether caused by a lower r or 
a lower inflation rate tt - the real money demand will increase. 

The "consumer rent", reflecting the value of liquidity services, accruing to individuals holding 
money would increase (from the triangle CAB to CA'B'); a stability-oriented monetary integration 
should bring about an equalization of interest rates at home and abroad at lower levels (ij=i'^l instead 
of io, initially). Conversely, under weak monetary integration or in an inflationary union economic 
growth could reduce. In a money supply regime which brings about lower inflation rates the nominal 
interest rate will reduce and output should increase from Yq to Yj (rightward shift of the m^ schedule 
which could also become more flat if increased competition in markets provides new highly liquid 
interest-bearing assets) because relative price signals are less confused with inflationary price changes 
so that the investment becomes more effective. Higher inflation rates typically go along with a greater 
volatility of inflation and a shortening of investment horizons which can be seen from the decline of 
bond maturities in high inflation periods. Low inflation directly raises the demand for money via lower 
nominal interest rates but also via a more effective allocation process and higher trade growth. The de- 
mand for money shifts outward and benefits from monetary integration/lower inflation are not only the 
area AA‘BB' in country I; one has to add the area B'CDE . A similar reasoning holds for country II. In 
a two country model monetary integration would be an economic success if the combined real demand 
for money in country I and II would be higher than before monetary integration: say, m3, m’^3 instead 
of niQ, m*o (with downward wage rigidity the transition towards m3, m*3 could create one-off costs in 
the form of unemployment resulting from the transitional pressure on P: M will increase faster than P). 
Note that the consumer surplus has also increased in both countries. If monetary union would lead to 
higher tt interest rates would converge at a higher level; hence m, m* would reduce. 

Fig. A 2 : Monetary Integration-Real Money Demand In Country I and Country II 




C. Randall Henning 



Comments on: 

European Monetary Union: Post-Maastricht Perspectives on Monetary and Real 

Integration in Europe 

I am pleased to comment on the paper by Professor Welfens on European 
economic and monetary union (EMU). The paper, which covers a lot of ground 
and contains many intriguing ideas, is primarily critical of EMU on economic 
policy grounds and pessimistic about its future. With the exception of a few 
pages which acknowledge some of the benefits of monetary, unification, the 
Welfens paper lists the reasons as to why EMU is costly and politically difficult. 

I agree that there are formidable obstacles to realizing a one-speed vision of 
EMU. As a political scientist, I will not challenge the economic arguments 
presented here. But, I want to offer constructive feedback to the author and 
make a general appeal about evaluating EMU by registering a disagreement with 
the way the problem is posed, 

I will begin with the general appeal to those who conduct economic evaluations 
of EMU. Many analysts arrive at a negative assessment of monetary union on 
the basis of the assumption that monetary union will be single-speed. Naturally, 
when we group the high-inflation, southern European countries with the low- 
inflation northern countries, the obstacles to monetary union appear formidable 
indeed. 

The heterogeneity of the twelve members of the Community increases the 
likelihood that the effects of external shocks will be asymmetrical among them. 
Although Europe is moving toward the single market, inflexibility in labor 
markets will continue to impede adjustment. The absence of a robust European 
system of automatic fiscal transfers between countries, analogous to those within 
countries, ensures that countries will bear by far the largest shares of the costs 
of adjustment themselves. These problems are well known. 

When the assumption that EMU must be single-speed is relaxed, however, and 
we acknowledge that monetary union is in fact a multi-speed project, many of 
the costs appear much smaller and more manageable. It was for this reason that 
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the multi-speed arrangement was built into the Maastricht Treaty during the 
intergovernmental conference in 1991. Criticizing the economic merits of a one- 
speed monetary union is an easy task. Proponents of a multi-speed monetary 
union, in which the low-inflation, northern European countries first form a 
union around the Franco-German core, have a stronger case. 

Economic and monetary union must be a multi-speed affair for two relatively 
simple reasons which stem from the pivotal role of Germany. First, to be 
meaningful, EMU must include Germany. Second, Germany will not enter into 
a monetary union that includes members which have not demonstrated (not 
simply promised) a stability-orientation in macroeconomic policy and dedication 
to low inflation. The fact that Germany does not meet the convergence criteria 
in the Maastricht Treaty on inflation and deficits will probably not change this 
attitude. Because many countries within the Community cannot satisfy Germany 
on these grounds during this decade, a multi-speed system is the only way 
monetary union can happen. 

The European Council has repeatedly professed that EMU is a one-speed affair. 
But, by all the evidence - which is further developed in the Welfens paper - this 
is simply not now credible. I reason, therefore, that when analysts design their 
studies they should dismiss the one-speed vision as economically unrealistic and 
focus on (1) the viability of monetary union among the hard, central core 
countries (including Austria) and (2) the relationship of the core to the "second- 
speed” countries and the process by which the latter could be eventually 
incorporated into the union. 

The southern countries within the Community will resist the multi-speed 
approach to monetary unification. The one-speed union is clearly their first 
preference. But, the operative question is, what are their second and third 
preferences? I argue that, in the preference ordering of the southern countries, 
letting the northern, hard core proceed with monetary union and then joining 
them later is superior to no monetary union at all for the foreseeable future. The 
southern countries have a strong incentive to disguise their preferences so as to 
extract the maximum side payment for their accession to the multi-speed 
approach. But, once the Maastricht Treaty is fully ratified - assuming it is fully 
ratified - the European discussion on this issue will become much more realistic. 
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Let me refer to the couple of specific examples from the Welfens paper, cases 
where making the distinction between a one-speed and a multi-speed monetary 
union is important to our assessment of its desirability. 

First, the paper portrays the Autumn 1992 currency crisis as a case of 
competitive devaluation of currencies. However, the paper also acknowledges, 
indeed stresses, that the British pound, Italian lira, Spanish peseta, Portuguese 
escudo each appreciated substantially in real terms within the ERM since the last 
realignment prior to the crisis. This was the result of substantially higher 
inflation in these countries compared to Germany. The devaluations of the 
peseta and the escudo within the ERM and the depreciation of the pound and 
lira outside the ERM were appropriate responses to prior overvaluation. Though 
they created competitiveness problems for countries such as France, these 
devaluations cannot be described as unfair. 

Second, though the Autumn 1992 currency crisis was a setback for European 
monetary integration, the episode has redeeming features when we accept that a 
multi-speed approach is desirable. The crisis achieved a necessary realignment, 
which was best accomplished sooner rather than later. The crisis stripped away 
those currencies which could not be part of a stability-oriented monetary union 
at an early point, separating the fast-track from the slower-track. If the pound 
and the lira re-enter the ERM at more appropriate central parities, the crisis will 
have laid the basis for a more stable system and for more convergent 
macroeconomic policies in the future. 

Third, the paper examines problems in the Maastricht design for EMU, citing in 
particular the debt/GNP ratio among the convergence criteria. Again, 
acknowledging the multi-speed nature of the process changes the assessment. 
Those governments which abuse their borrowing status will not be admitted into 
the monetary union and are far less likely to be bailed out. Fiscal rectitude, 
above all, is the sine qua non for admission into the union in Germany *s eyes, 
notwithstanding Germany's own fiscal transgressions. 

Fourth, the paper draws attention to the difference in the rates of inflation in the 
tradables and nontradables sectors in the EC member countries. Welfens argues 
that the countries in which the relative price of nontradables to tradables rises 
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fastest - Italy, Greece, Spain, Portugal and the UK - need stronger competition 
policies. But, it is precisely these countries which are candidates for exclusion 
from the fast-track toward monetary union. 

Finally, the paper addresses the institutional aspects of monetary policymaking 
after monetary union is achieved. It raises the specter of political influence over 
monetary policy through government control of national central banks which 
will vote in the governing bodies of the European System of Central Banks 
(ESCB). However, again, countries without independent central banks will not 
be admitted into the monetary union. This is a serious institutional problem 
within member countries, but it will not be a problem at the European level 
under the Maastricht institutional architecture. The ESCB, in fact, might well be 
considerably more independent within the European monetary union than the 
Bundesbank is within Germany! 




Michael W. Klein 



THE EUROPEAN MONETARY SYSTEM AITO EUROPEAN 
INTEGRATION: AN EVALUATION 



1. Introduction 

National borders are becoming increasingly faint on the economic map of 
Europe. The 1989 Delors Commission report calls for both liberalization of 
goods and factor markets as well as increased coordination of macroeconomic 
policies among members of the European Community. The process of economic 
integration of goods and factor markets is to culminate with the removal of 
obstacles to trade, labor movements and capital movements within Europe by 
1992. The logical extension of the process of macroeconomic coordination, 
begun by the institution of the European Monetary System (EMS) in 1979, is 
the proposed European Central Bank. These movements, while continuing the 
trans-national European policies that began with the Treaty of Rome in 1957, 
represent significant new steps down the path towards European integration. 



The processes of extending macroeconomic coordination and furthering 
economic liberalization are distinct, though each impinges on the other. A stable 
macroeconomic environment is necessary for economic liberalization to 
proceed. The suspension of economic liberalization, especially as regards the 
liberalization of financial capital movements, may be necessary in the early 
stages of macroeconomic coordination although later economic liberalization 
may advance the process of macroeconomic coordination. In this paper we focus 
on the relationship between economic liberalization and macroeconomic 
coordination. 

We first consider the experience of macroeconomic coordination in Europe and 
examine the extent of convergence of important macroeconomic variables before 
and after the institution of the EMS. We then survey some theoretical and 
empirical research on the manner in which macroeconomic convergence has 
been fostered by the EMS and the possible links between macroeconomic 
coordination and economic integration. 
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2. European Macroeconomic Convergence 

International monetary arrangements that stabilize European cross exchange 
rates promote the liberalization of intra-European trade and foster the viability 
of certain institutional elements of the European Community. The importance of 
exchange rate stability reflects the extent to which the economies of the 
members of the European Community are interdependent. For example, trade 
among members of the European Economic Community accounted for over half 
of all trade by EC countries in 1970, and for almost 60% of all EC trade in 
1986 (from European Economy, no. 34, November 1987, cited in 
Giavcazi/Giovamim 1989). A particularly important institutional element of the 
European Community that requires exchange rate stability is the insulation of 
agricultural commodity prices from currency movements through subsidies. The 
costs of these subsidies, which represent one-third of the cost of the common 
agricultural policy, increase with realignments due to certain asymmetries 
between their imposition and their removal. 

The specter of the dissolution of European integration arises when the 
international monetary system fails to provide a stable economic environment. 
The most dramatic example of this occurred during the interwar period when 
currency instability led to a destabilization of the balance of payments of 
European countries and a subsequent suspension of European economic 
integration. The wide exchange rate fluctuations, competitive depreciations, 
massive unemployment and collapsing financial markets of the interwar period 
served as an object lesson to the architects of the post-war Bretton Woods 
system. The manifestation of their concerns was the construction of a system of 
fixed exchange rates which was an attempt to avoid the destabilization 
associated with the currency movements of the interwar period. 

The stability of intra-European exchange rates during the Bretton Woods period 
fostered the development of the European customs union and the common 
agricultural market. As currencies became less stable in the late 1960s and the 
early 1970s, these developments toward economic integration were threatened. 
The manner in which exchange rate stability began to unravel at the end of the 
1960s is demonstrated in Figure 1 in which we present the annual percentage 
changes of the bilateral German real exchange rates with France, Italy, the 
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Netherlands and the United States. During the period 1962 to 1969, the annual 
percentage change in the bilateral real exchange rate of the Deutsche Mark 
against the Franc, the Lira and the Guilder did not exceed 2.5%, 3.3%, and 
3.6%, respectively. In contrast, the annual percentage change in these bilateral 
real exchange rates in 1970 were 10.9%, 5.5% and 6.5%, respectively. 

The threat posed to European economic integration by divergent responses 
within Europe to the collapse of the Bretton Woods system prompted early calls 
for European monetary integration {Johnson 1973). The actual response to the 
suspension of the dollar standard was less ambitious than full European 
monetary integration. This half-step, however, did not provide a full measure of 
stability. The "snake-in-the-tunnel," instituted in April 1972 as an alternative to 
the 1971 Smithsonian agreements, established exchange rate bands centered 
around each currency's bilateral doUar exchange rate. The width of these bands 
was 4.5% around the central parity. This proved too wide for the smooth 
functioning of the common market and in March 1973, as the dollar began to 
depreciate against European currencies, the center could not hold and the snake 
began to float. 

The "floating snake" lasted until 1979, but its membership was limited to 
Germany, the Netherlands, Denmark, Norway, Sweden, Belgium and 
Luxembourg. France left the snake in January 1974 and an attempt to rejoin in 
the summer of 1975 lasted for only eight months. Italy quit the snake before it 
began to float, and the United Kingdom was a member for only two months in 
1972. The relatively poor performance of the "snake" can be attributed to its 
asymmetric exchange rate mechanism, whereby all intervention was undertaken 
by the central bank of the weak currency, and the lack of adequate financing to 
survive exchange rate crises. These institutional factors promoted a lack of 
credibility in the system which, in turn, contributed to the inability of the 
system to survive exchange rate crises. (Jhygesen 1979, cited in 
Giavazzi/Giovannini 1989). 
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Figure 1 

Deutschemark Real Exchange Rates 
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While membership in the floating snake was circumscribed, real exchange rate 
variability among its members did seem to be lower than real exchange rate 
variability between members and non-members. Inspection of Figure 1 suggests 
that there was greater stability of the real exchange rate of the Deutsche Mark 
against the Guilder than the Deutsche Mark against the Franc, the Dollar or the 
Lira during the period of the floating snake, a difference across currencies that 
was not apparent in the 1960s. Even so, the general increase in real exchange 
rate instability in the 1970s extended to members of the floating snake. For 
example, the smallest aimual percentage change in the Guilder real exchange 
rate against the Deutsche Mark between 1972 and 1978 was still greater than the 
annual percentage change for six of the years of the 1960s. 

Against the backdrop of the instability of the 1970s, the EMS began in March 
1979 with aU of the EC countries but for Great Britain participating in the 
exchange rate mechanism. The EMS, by providing a nominal anchor that 
stabilized expectations about exchange rates, reduced uncertainty concerning 
nominal exchange rate movements. This is demonstrated in Figures 2 which 
plots the squared monthly forecast error of the Guilder, the Franc and the Lira 
against the Deutsche Mark. After the beginning of 1979, the forecast errors of 
the Lira and the Franc against the Deutsche Mark decreased. The forecast error 
of the Guilder against the Deutsche Mark was lower than that of the Franc or 
the Lira. The Guilder forecast error was not markedly affected by the institution 
of the EMS, perhaps because membership in the floating snake provided the 
same type of credible nominal anchor subsequently provided by the EMS. The 
decrease in the forecast error of the Lira and Franc exchange rates at the end of 
1979 was not matched by a decrease in the forecast error of these two currencies 
against the Dollar, as demonstrated in Figure 3. Indeed, the forecast errors of 
each currency against the Dollar increased beginning in late 1979. 

Convergence in inflation rates in the EMS is an important prerequisite for the 
liberalization of the capital account. Unless inflation rates converge, a fixed 
exchange rate system will require continual realignments to preserve real 
exchange rate stability. The prospect of realignments, however, leads to 
speculative outflows from high-inflation countries and speculative inflows 
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into low-inflation countries. These potentially destabilizing capital flows could 
only be quelled through the use of capital controls. Thus, divergent inflation 
rates in a fixed exchange rate system wUl force either the imposition of controls 
on trade in goods and services to counteract the effects of divergent real 
exchange rates, or the imposition of controls in financial markets, which 
otherwise would be characterized by instability reflecting anticipation of 
frequent realignments. 

The time series of CPI Inflation rates for a variety of countries are presented in 
Figure 4. The data in this figure demonstrate a trend towards disinflation within 
the EMS during the 1980s. In 1978, inflation averaged T.2% among those 
countries which would form the EMS while a decade later inflation in the EMS 
averaged 2.5%. The figure also demonstrates the convergence of inflation rates 
within the EMS. In 1978, the lowest inflation rate among the countries that 
would form the EMS was Germany's 2.7% rate while the 12% Italian inflation 
rate was the highest. By 1988, the range had narrowed, with the lowest inflation 
rate 0.7% in the Netherlands and the highest inflation rate 5% in Italy. 

The extent to which the institution of the EMS has contributed to the disinflation 
in Europe is the subject of both theoretical and empirical research. Theory 
suggests the advantages to a country of aligning its monetary policy with that of 
a country with a reputation for a strong disinflationary policy {Giavazzi/Pagano 
198S). Empirical research has investigated whether the EMS contributed to 
disinflation in Europe, lingerer et al. (1986) study a time series cross-section of 
inflation rates and find that membership in the EMS facilitated disinflation in 
the 1980s. Reference to Figure 4, however, demonstrates that the 1980s 
disinflation also occurred in the United States and the United Kingdom. Collins 
(1988) demonstrates that the post- 1979 shift in inflation was not limited to 
countries that are members of the EMS and that membership in the EMS 
provides no additional explanatory power to the determination of post- 1979 
inflation rates. 

Inspection of Figure 4 suggests that inflation rates in the EMS have converged 
toward the German inflation rate during the 1980s. This may reflect an 
asymmetry in policy determination in the EMS in which monetary 
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policy for all members is determined by the Bundesbank. Evidence supporting 
the hypothesis of German monetary hegemony is provided by data on 
intervention in exchange markets. The EMS requires intervention when 
currencies reach the edge of their permissible bands. Germany undertook 9% of 
the total amount of this so-called marginal intervention between March 1979 
and March 1985 while France accounted for 31% of marginal intervention 
dining this period. The difference in the burden of intervention across countries 
is even more marked for the period April 1985 to April 1986 when intervention 
by Germany and by France constituted 3% and 86%, respectively, of all 
intervention occurring at the margin. Germany undertook no intramarginal 
intervention during either of these periods (Giavazzi/Giovamini 1989). 

Other approaches that attempt to determine the degree of symmetry in the EMS 
include studies focusing on realignment data and studies estimating central bank 
reaction functions. Honohan/McNelis (1989) find no evidence that EMS 
realignments significantly affect the level or the ability to forecast the Dollar / 
Deutsche Mark exchange rate although the level and the ability to forecast 
Dollar exchange rates of other currencies are significantly affected by 
realignments. They conclude firom this that the Deutsche Mark serves as the 
dominant EMS currency. Giovannini (1986) estimates central bank reaction 
functions but, because of the difficulty of setting up these tests, the evidence 
firom them is not conclusive. 

The convergence of inflation rates in the EMS has been correlated with a 
convergence of seigniorage revenues. Figure 5 presents data on seigniorage 
relative to GDP since the collapse of the Bretton Woods system for four EMS 
countries (seigniorage relative to GDP is defined as the change in reserve 
money divided by nominal GDP, as in Fischer 1982). Seigniorage in Italy and 
Ireland has decreased during the 1980s to rates comparable (and, for Ireland, 
below) those in France and Germany. In 1978, at the eve of the EMS, 
seigniorage in Italy was 4.5% of GDP, representing 13.2% of all government 
revenue. In 1988, seigniorage in Italy had fallen to 1.3% of GDP, which 
represented 3.2% of total government revenue. 
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Figure 5 
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Differences in seigniorage revenues across countries may reflect differences in 
the ability of various governments to collect taxes. Seigniorage may be a 
relatively efficient method of raising revenues in an economy with a substantial 
underground component in which an income tax or a value-added tax cannot be 
easily assessed (Canzoneri/Rogers 1990). Evidence is presented in Grilli (1989) 
that fails to reject the hypothesis that the governments of the countries presented 
in Figure 5 used seigniorage in a manner consistent with the optimal seigniorage 
theory of Phelps (1973), although the evidence does not support this result for 
other EMS coimtries. The continued presence of divergent rates of seigniorage 
has led to calls for a European exchange rate system based upon a crawling peg 
rather than fixed exchange rates to enable countries to have different rates of 
seigniorage (Dombusch 1988). 

The constraint imposed by the EMS on divergent rates of seigniorage may be 
particularly important when considering the membership of new countries. 
Figure 6 shows seigniorage relative to GDP for four countries; Italy, Spain, 
Greece and Portugal. Seigniorage in Italy, which is the highest among the 
original members of the EMS, has generally been less than seigniorage in 
Greece, Spain or Portugal since 1979. The Spanish peseta became part of the 
EMS exchange rate mechanism in July 1989, three-and-a-half years after Spain 
joined the EEC. Seigniorage in Spain increased between 1985 and 1987, but, 
perhaps in anticipation of becoming part of the ERM, the seigniorage rate was 
cut in half between 1987 and 1988. Greece became a member of the EEC at the 
beginning of 1981, and Portugal joined at the begiiming of 1986, although 
neither country has yet joined the exchange rate mechanism. Seigniorage in 
these countries has been greater than seigniorage in Italy (and thus in other EMS 
countries) since 1986. 

The constraint imposed by a monetary union on seigniorage differentials among 
its members is directly related to the requirements it places on fiscal 
convergence. While all governments face a budget constraint, membership in a 
fixed exchange rate system introduces another binding obligation, one that 
prevents budget deficits within a monetary union from being monetized at 
different rates. Capital controls can somewhat relieve this constraint by allowing 
for differential inflation rates (and preventing speculative capital movements) 
among members. But, in the absence of capital controls, long 
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Figure 6 

Seignorage: Italy and Non-EMS Countries 
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run expected deficits must be equalized across countries. These deficits (relative 
to GDP) also cannot reflect different combinations of expenditures and taxes 
(relative to GDP) across countries if physical capital and labor are 
internationally mobile since these factors of production will, to a certain extent, 
seek the area of highest after-tax returns (Eichengreen 1990). 

While constraints on seigniorage revenues limit deficits of members of a 
monetary union, externalities associated with debt financing may encourage 
borrowing by its member governments. Consider the case of a perfectly credible 
fixed exchange rate system in which the bonds of the member governments are 
perfect substitutes. The interest rate on these government bonds will be the same 
since there is no exchange rate risk. An increase in borrowing by any one 
member increases the interest rate on all bonds. Thus, the cost of borrowing by 
any one member is shared by all members. This ft’ee-rider problem tends to 
increase the amount of borrowing among the members of a fixed exchange rate 
system {Casella/Feinstein 1989). 

The evidence presented in this section supports the proposition that there has 
been a convergence in inflation and a corresponding stabilization of real 
exchange rates among the members of the EMS since its founding. An 
institutional fact that further bolsters this argument is the reduction in the 
frequency of realignments in the EMS in recent years. As discussed in the next 
section, the experience with realignments draws attention to the linkages 
between macroeconomic coordination and the integration of markets. 

3. Macroeconomic Convergence and Economic Integration 

The twin goals of macroeconomic coordination and economic integration were 
not compatible when the EMS began in 1979 since its initial survival required a 
lack of integration of national financial markets. At its founding, five of the 
seven members of the EMS had tight capital controls in place. The devise litre 
in France limited residents to purchasing foreign exchange only from other 
residents. Italian residents paid a high tax on the purchase of foreign securities. 
Belgium and Luxembourg had a two-tiered exchange rate system. Germany 
instituted administrative controls on capital inflows. There has been a 
progressive easing of capital controls since 1985, and all controls are scheduled 
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to be lifted by July 1990 when the EC Directive on capital market liberalization 
will take effect throughout the community. 

The suspension of financial market integration at the beginning of the EMS was 
necessary to prevent speculative capital flows in response to the anticipation of 
realignments. These anticipations were well-founded since there were frequent 
realignments during the early years of the EMS. The seven realignments 
between 1979 and 1983 were necessary responses to persistent inflation 
differentials among EMS members. The progressive convergence of inflation 
rates among members of the EMS since 1979 has reduced the need for 
realignments. After the two central parity realignments in 1986, there were no 
further realignments for over three years. The January 1990 realignment, 
moreover, was undertaken to facilitate a more narrow 2.25% exchange rate 
band for the lira from its former width of 6% . 

The easing of capital controls, initially facilitated by a reduction in the 
frequency of realignments, may have subsequently served to reduce the need for 
realignments. Giavazzi/Spaventa (1990) argue that financial liberalization has 
led to greater exchange rate fixity since the cost of realignments when capital 
controls are not in place is greater than when capital controls shield the foreign 
assets of member countries' central banks. Markets realize this and assign a 
smaller probability to realignments occmring which, in turn, reduces the 
frequency of realignments. Evidence supporting this hypothesis is provided by 
the convergence of the variability of onshore and offshore interest rates. 
Giavazzi and Spaventa point out that the variability of the Eurofranc and 
Eurolira rates fell 250% between the 1983 to 1987 and the 1988 to 1989 
periods. This fall cannot be fully explained by general movements in interest 
rate variability since the variability of the Deutsche Mark Eurorate fell by 50% 
between these periods. Inspection of bid-ask spreads also rejects the hypothesis 
that the change in volatility reflects a change in the "thiimess" of the Eurobond 
market. 

While Giavazzi and Spaventa focus on the evolution of expectations during the 
development of the EMS, research initiated by Krugman (1990) focuses on the 
manner in which an exchange rate target zone affects exchange rate dynamics 
through its effect on expectations. The exchange rate is a forward-looking 
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variable and its value depends upon the value of fundamentals as well as its own 
expected rate of change. A target zone limits the admissible range of values of 
the fundamental, thus linking the expected change of the fundamental, as well as 
the exchange rate, to its current realization. The result is that a target zone 
stabilizes the exchange rate by mitigating its expected change which attenuates 
the relationship between fundamentals and the exchange rate, even absent any 
actual intervention. In a full macroeconomic model, the stabilizing effect of the 
target zone on the nominal exchange rate also extends to the real exchange rate 
and output (Hein 1990). 

Support for these theoretical conclusions is provided by empirical research that 
focuses on the effects of exchange rate regimes on macroeconomic variables. 
Artis/Taylor (1988, p. 202) find "..unequivocal evidence that the ERM has 
brought about a reduction in both the conditional and the unconditional variance 
of exchange rate changes - and, far from having purchased this reduction at the 
cost of increased interest rate volatility, there is also some evidence of a 
reduction in the volatility of interest rates for ERM members." They attribute 
this result to the effects of exchange rate policies on credibility. 

Svensson (1989) considers the theoretical effects of an exchange rate target zone 
on the variability of the interest rate differential. He demonstrates that the 
instantaneous variability of the interest rate differential decreases as the 
exchange rate band gets wider. The asymptotic variance of the interest rate 
differential depends upon the width of the band (as well as parameters such as 
the semi-elasticity of money demand). In the case of a band width comparable 
to that in the EMS, the j^ymptotic variance of the interest differential increases 
with wider bands and decreases with narrower bands. 

Baxter/Stockman (1989) find that real exchange rates were more volatile in the 
post- 1973 period than in the pre-1973 period, even among countries that would 
later become members of the EMS. They do not, however, consider the 
performance of the EMS separately from the general post-Bretton Woods 
experience. Reference to Figure 1 suggests that the volatility of the Deutsche 
Mark bilateral real exchange rate against the franc, lira and guilder was higher 
during the period between 1973 and 1979 than during the period of the EMS. 
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While empirical evidence suggests that the EMS has served to reduce the 
volatility of bilateral real exchange rates among its members, the impact of 
exchange rate volatility on other variables is far from clear. Throry suggests 
that an increase in exchange rate volatility may diminish the amount of 
international trade undertaken by risk-averse firms and thus be negatively 
correlated with the volume of trade {Hooper/Kohlhagen 1978). Evidence of the 
significance of this efiect, at least for nominal exchange rate volatility, is not 
forthcoming. There is some stronger evidence that real exchange rate volatility 
is negatively correlated with the volume of trade (Cushman 1981) and that trade 
is diverted towards partners with lower bilateral real exchange rate volatility 
(Cushman 1986). Other research, however, fails to find evidence that exchange 
rate volatility is negatively correlated with the volume of international trade (see 
IMF 1985; Bailey/Tavlas/Ulan 1987). 

A possible reason for the lack of consistent evidence on the effect of exchange 
rate volatility on trade is that export supply by risk-neutral firms may increase 
in the face of an increase in volatility. An increase in exchange rate volatility 
raises the expected return to an exporter in much the same way that an increase 
in the variance of the payoff of a bet raises the expected return of that bet. 
There is evidence that exchange rate volatility does lead to lower export prices 
(Giovmnini 1988) for certain categories of exports fi’om Japan to the U.S. and 
higher export volumes for disaggregated categories of U.S. bilateral exports to 
other industrial countries (Klein 1990). 

Exchange rate volatility may affect factor mobility when relocation involves 
fixed costs. Dixit (1989) demonstrates that the volatility of the real exchange 
rate is positively correlated with the extent to which the exchange rate must 
change in order to get potential exporters to enter a new market or existing 
exporters to surrender their position in a market. A decrease in the mobility of 
capital due to an increase in exchange rate volatility, in turn, requires greater 
exchange rate movement to correct an initial misalignment, as shown by 
Krugman (1989). Bertola (1989, p. 113) discusses how "increasing returns to 
stabilization policy" arise because stabilizing income, given a upper limit on 
exchange rate flexibility, leads to more factor mobility. These important 
theoretical contributions on the effects of exchange rate volatility still await 
empirical testing and application. 
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4. Conclusion 

Current issues pertaining to macroeconomic coordination and economic 
integration in Europe come at a time when the gains of the past decade seem to 
be evident, while at the same time the movement towards greater linkages will 
be facing new sources of stress because of the inclusion of new members in the 
European community. We have seen that, in its early stages, macroeconomic 
coordination may require the suspension of certain aspects of economic 
liberalization, especially the free flow of financial capital. Subsequently, 
however, economic integration may srarve as a credible commitment on the part 
of governments to follow stable policies. The effect of these credible 
commitments on agents' expectations can itself serve as a stabilizing force for 
members of an integrated economic community. 

Even before the dramatic political events of the past year, the inclusion of new 
members in the European Community and the Exchange Rate Mechanism were 
seen as important and perhaps difficult issues facing the community. The 
differences in the fiscal and monetary policies of the original members of the 
EC from the policies of Greece, Spain and Portugal caused concerns on the 
viability of their membership. Corresponding concerns of the integration of 
Eastern European economies into the EEC, as well as the unification of 
Germany, run deeper since there is also the need for the establishment of well- 
functioning markets in these countries that can provide the necessary price 
signals for their economies. 

The convergence in inflation rates, the dismantling of capital controls and the 
movement towards an integrated European market in the 1980s holds out a 
promise for the possible achievements of the coming decade. While the 
challenges facing the European community in the 1990s are manifold, recent 
accomplishments in European integration provide hope that these challenges can 
be successfully met. 
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Data 

All data are from the International Monetary Fund's International Financial 
Statistics. 

Real exchange rates: annual nominal exchange rates deflated by the relative 
consumer price indices. 

Forecast errors: monthly forward exchange rates minus actual end of month 
nominal exchange rate. 

Inflation rates: calculated from annual CPI index. 

Seigniorage: annual change in resCTve money (IFS line 14) divided by nominal 
GDP. Govoiiment revenue figures (IFS line 81) include seigniorage. - 
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Vittorio Grilli 



Comments on: 

The European Monetary System and European Integration: An Evaluation 



In this paper Dr. Klein reviews and analyzes many important issues in European 
monetary and exchange rate policies. Several are crucial to the understanding 
of the European Monetary System, both its past developments and its possible 
future evolution into a European Monetary Union. Dr. Klein rightly focuses on 
four crucial topics: (i) the disinflationary role of the EMS, (ii) the impact of 
exchange rate discipline on the ability of raising revenues through monetization, 
(iii) the presence of asymmetries in the EMS, (iv) and the success of the EMS 
in reducing exchange rate volatility. 

As the figures presented in the paper unquestionably show, the EMS period has 
coincided with a substantial reduction of the average inflation rate in Europe. 
This has been achieved through the convergence of inflation rates within the 
EMS toward Germany's level. Whether the establishment of the EMS has had 
any special role in inducing this reduction in inflation has been debated at 
length. Several econometric analyses did not find any evidence that the EMS 
has had an independent effect in producing the disinflation. In fact, it is argued, 
a reduction in inflation has occurred, in this period, in most industrialized 
countries, whether or not members of the EMS. In my opinion, however, this 
type of argument underestimates the importance of the EMS since it cannot be 
excluded that the disinflationary policies pursued by non-EMS countries had 
been triggered by the establishment of the EMS. In fact, the decision of non- 
EMS countries to reduce inflation might have been taken, in part, in an effort 
not to diverge from their major trading partners, in response to the 
establishment of the EMS in continental Europe, and to the introduction of tight 
monetary policies in the United Kingdom and in the United States. 

The implications of the reduction of inflation are not limited to monetary and 
exchange rate policies but have important effects on fiscal policies as well. As 
discussed by Dr. Klein, the high levels of inflation in Europe were the 
consequence of the widespread use of monetization to finance government 
deficits. The monetary discipline imposed by the EMS severely curtails the 
ability to resort heavily and systematically on seigniorage. As the author 
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suggests, Greece and Portugal, which still use monetization as a main revenue 
source, may find full membership in the EMS very costly. It could be argued, 
however, that the inability to use seigniorage freely in a semi-fixed exchange 
rate regime, while costly in the short run, may result in a superior long run 
equilibrium. In general, high levels of inflation have disruptive effects on both 
financial and labor markets and thus are a very inefficient way of raising 
revenues. Nonetheless, seigniorage is widely used, as a last resort instrument, 
when any other alternative way of allocating of tax burden lacks the necessary 
social consensus. Participation in the EMS, by eliminating the tempting, but 
costly, option of inflation, can force social and political groups into reaching an 
agreement on fiscal reforms which would otherwise be postponed indefinitely. 

As Dr. Klein points out, the EMS seems to suffer from some fundamental 
asymmetry, which tends to be associated with the hegemonic role of the 
Bundesbank. Dr. Klein illustrates this fact by outlining the differences in 
central banks' intervention policies. Other evidence of asymmetries in the 
system is provided by the fact that disturbances external to the EMS (such as 
movements of the dollar driven by U.S. monetary and fiscal policies) have led 
in the past to inter-EMS exchange rate tensions, usually involving the position 
of the Deutsche mark with respect to the other European currencies. This point 
of view is supported by the empirical observation that, in periods of strength 
(weakness) of the dollar, the Deutsche mark appears to be weak (strong) relative 
to the other EMS currencies. 

One common interpretation of this empirical fact is that assets denominated in 
different currencies are imperfect substitutes in the portfolios of international 
investors. In particular, it is argued that the degree of asset substitutability 
between the dollar and the Deutsche mark is greater than the one between the 
dollar and other European currencies. Shocks that lead to an increase (decrease) 
in the demand for dollar assets wUl reduce (increase) the demand for the 
Deutsche mark more than the demand for francs, liras, or pesetas and, thus, 
will generate asymmetric responses in the system. If the source of this inter- 
EMS asymmetry is imperfect asset substitutability, then capital controls might 
be justified as an instrument aimed at reducing inter-EMS exchange rate 
tensions deriving from disturbances external to the EMS. If this view is 
correct, the liberalization of capital controls will exacerbate the inter-EMS 




76 



tensions caused by external shocks: movements of the dollar that lead to 
incipient changes in the value of the Deutsche mark relative to other EMS 
currencies will not be dampened any more by the existing capital controls. 

But there are other reasons for the existence of asymmetries in the EMS. It is a 
well-known fact that certain currencies (such as the U.S. dollar, the Japanese 
yen and the Deutsche mark) are used both as reserve assets and as vehicle 
currencies (i.e. currencies with which international transactions of goods and 
services are conducted) while other currencies (such as those of the smaller 
EMS countries) have a much more limited or nonexistent role as reserve assets 
and/or as international transaction currencies. Can inter-EMS exchange rate 
asymmetries be related to the fact that the Deutsche mark is such an 
international transaction currency while the other EMS currencies are not? In 
fact, it can be shown that, quite independently from the degree of 
substitutability of assets, demand and supply shocks external to the EMS can 
affect the inter-EMS exchange rates if the degree of international diversification 
of asset portfolios is limited and if some currencies in the EMS have a vehicle 
and reserve currency role that other currencies do not have (Grilli/Roubini 
1989 ), 

The implications of these results are twofold. First, the liberalization of capital 
controls in the EMS, by allowing a greater degree of international pooling of 
asset, should reduce rather than increase inter-EMS tensions. From this point 
of view the liberalization should facilitate the objective of maintaining exchange 
rate stability in the EMS area. Second, while increased liberalization of capital 
movements might reduce inter-EMS tensions, a fundamental asymmetry in the 
system will persist. This asymmetry is the increasing vehicle and reserve 
currency role of the German mark. This is an independent and increasing source 
of potential inter-EMS tensions since the level of the exchange rate is affected 
by the relative role of different currencies in international trade transactions. In 
a minor measure, only the French franc has such a vehicle currency role among 
the EMS currencies. The particular, and so far almost unique, role of the 
Deutsche Mark as an international currency among the EMS is likely to remain 
a cause of inter-EMS tensions that have their source in disturbances external to 
the EMS area. 
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Apart from possible asymmetries in the system, the EMS played an important 
role in reducing exchange rate volatility in Europe. The extent of the EMS 
contribution to this process is particularly impressive in view of the major 
changes that have taken place in this period in the world financial markets. 
During the last decade, in fact, several countries (e.g. Japan, the U.K., 
Australia) deeply liberalized their capital markets. At the same time, the volume 
of transactions in the foreign exchange markets has risen dramatically, to an 
extent that cannot be explained just by the increase in the volume of trade in 
goods and services. In fact, most of the turnover in the foreign exchange 
markets is now generated by financial operations and a large part of them are of 
a speculative nature. This unprecedented increase in the volume of transactions 
has been a major shock to foreign exchange markets and could have affected the 
volatility of the exchange rates. From a theoretical point of view, the impact of 
financial liberalization on exchange rate volatility can change over time. On one 
side, liberalization increases both economy-wide and investor-specific 
uncertainty and, therefore, increases the volatility of exchange rates. On the 
other hand, an increase in the number of participants in the foreign exchange 
markets reduces volatility. In the short run, the uncertainty effect is likely to 
dominate, while in the medium-long run the increase in the number of traders 
thickens the otherwise "thin” markets and tends to reduce the volatility of 
exchange rates. 

There is evidence that, for most non-EMS currencies, changes in exchange rate 
volatility have occurred, and that they have taken place close to the time in 
which major capital liberalization episodes have occurred 
(Corsetti/Grilli/Roubim 1990), Changes in volatility which could be associated 
with worldwide capital liberalization, however, are not present for EMS 
currencies. These results indicate that the EMS not only has worked well in 
reducing the impact of intra-European shocks on exchange rate volatility, but 
that it has also sheltered the area from major disturbances occurring in the world 
financial markets as a consequence of the removal of capital controls. This 
evidence suggests that the broadening of membership in the EMS and its 
strengthening are going to be important during this period of transition toward 
fully integrated financial markets in Europe. 
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BASIC FEATURES OF A EUROPEAN MONETARY ORDER 
1. Introduction 

The European Council took a decision in Strasbourg last December which will 
have far-reaching implications. Before the end of this year an intergovernmental 
conference is to be convened which is to discuss, and to decide on, the future 
road to European economic and monetary union and its institutional structure. It 
is to provide the legal basis for the necessary responsibilities which now rest 
with the national authorities to be transferred to Community bodies. Monetary 
policy will be affected most. The ruling EC treaty does not provide for any 
Community responsibility for monetary policy, which sufficiently explains why 
institutional steps towards monetary integration require an amendment to the 
treaty. Article 102 A, which was added to the ruling EC treaty by the Single 
European Act in 1986, expressly reaffirmed this requirement by stating: "In so 
far as further development in the field of economic and monetary policy 
necessitates institutional changes, the provisions of Article 236 shall be 
applicable." Pursuant to that article, such amendments shall be "ratified by all 
the member states in accordance with their respective constitutional 
requirements." 

In most other aspects of economic policy there is no comparable requirement to 
establish new institutions for economic and monetary union and to transfer 
responsibilities to them. However, better use must be made of the existing 
instruments and bodies in order to achieve more convergence in economic 
policy and its results and to establish these pomanoitly. The progress made so 
far, for example, the liberalization of the movemmt of goods and capital, must 
not be called into question again if economic and monetary union is to last. 
Additional binding arrangements will therefore be necessary in major sectors 
which make unilateral action more difficult or impossible for member states and 
which set a minimum standard of "good conduct" for them, particularly in fiscal 
policy. This will necessitate the surrender of sovereignty by the individual 
member states, but this need not mean corresponding gains in Community 
authority, that is, by the Council and the Commission, provided the subsidiarity 
principle is respected. As is well known, this principle provides for everything 
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which need not be decided on at the higher levels to be decided on and 
implemented at the lower levels. Incidentally, the control functions of the 
European Parliament are to be strengthened systematically, particularly in 
relation to the Commission and the Council; this was a condition made by the 
German Federal Chancellor in Strasbourg. 

2. Facing the Challenge of an EC Monetary Order 

The most important issue in the menu of questions and problems which the 
intergovemment conference will face is no doubt the European central bank 
system (ECBS). Its structure must satisfy the high expectations which a future 
economic and monetary union arouses in the member states, namely, in the 
countries with stable currencies the expectation that monetary stability will not 
be lost in an economic and monetary union; and in countries where the value of 
money is being eroded to a greater or lesser degree that an end will be put to 
this erosion once and for all. 

None other than Walter Hallstein himself, the first President of the EC 
Commission, saw monetary policy as the touchstone for the Community. He 
wrote that "monetary stability is a value of great importance, a fundamental 
requirement."^ The fact is that only when those responsible in all member states 
are prepared to concede monetary stability this priority can the project of an 
economic and monetary union succeed. Only then will it be possible in the 
foreseeable future to fix the exchange rates between the national currencies 
permanently and finally to rq>lace the national currencies by a common 
currency. 

This ambitious goal certainly cannot be achieved in a revolutionary act, in a 
great leap forward, but only in an evolutionary process, which, however, should 
be determined by the same principles that must apply in the final stage of a 
European monetary order. This means that the monetary policy of the countries 
participating in this process must now concentrate on the task of maintaining 
monetary stability and of preventing inflationary pressures, a task which can be 
pursued with the greatest chance of success. 
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2.1 Lessons from the EMS 

The EMS did not stabilize either until major member states accorded monetary 
stability the importance which was necessary for the satisfactory functioning of 
the system. There were no fewer than seven realignments by March 1983, 
which in itself is a sign of instability and divergence in terms of economic 
development. The decisive turnaround in the stabilization of the EMS occurred 
in March 1983 when the French government radically changed its economic 
policy objectives. It is probably not an exaggeration to say that at that time the 
existence of the EMS was in the balance. Since thoi the EMS, or at least its 
"hard core", has come increasingly closer to the original objective, namely to 
create a zone of internal and external monetary stability, which is all the more 
remarkable as the dollar rate was subject to extreme fluctuations in that period. 
The D-Mark no doubt played an important part in this. It provided the stability 
standard which every fixed exchange rate system needs. This is a widely held 
belief today. The Delors Rqx>rt states, for example: "Moreover, the system has 
benefitted from the role played by the D-Mark as an 'anchor' for participants' 
monetary and intervention policies. 

The D-Mark has increasingly become the most important intervention and 
reserve currency in the EMS, not because the Bundesbank sought this role but 
because the D-Mark is regarded by the markets and the central banks as a stable 
currency which can be used internationally without restriction. Outside the 
EMS, too, the D- Mark is today the second most important currency after the 
dollar. About one-fifth of all foreign exchange reserves world-wide are held in 
D-Mark. 



The D-Mark is becoming more important in several eastern Eiuopean countries 
as well, and this importance is likely to increase even more, if anything. In their 
efforts to make their currencies convertible and to stabilize them, the central and 
eastern European countries will probably increasingly oriraitate themselves 
towards the D-Mark. This applies particularly to the GDR. If, after May 6, a 
freely elected government decides in favor of the free market economy and 
creates the necessary preconditions for investment capital from the Federal 
Republic of Germany and other countries, it could become the target of an 
enormous inflow of funds. This, together with an appropriate monetary and 
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exchange rate policy, would provide the opportunity to introduce convertibility 
step by step. It is clear that the D-Mark must be seen as the "anchor" in such a 
development. In fact, the D-Mark is already a kind of parallel currency in the 
GDR and other central and eastern European countries. 



Particularly during the seventies the Bimdesbank actually resisted seeing the D- 
Mark forced into the function of a reserve currency as the monetary policy 
implications are not always very convenient. We would therefore welcome it if 
oth^ currencies were to share this burden with the D-Mark as a result of the 
"competition of currencies" recommended by our British Mends or perhaps it 
would be better to say: "competition of policies". The pound sterling, which has 
a long tradition as a reserve currency, could perhaps win back something of its 
old glory if the United Kingdom succeeded in solving its inflation and balance 
of payments problems. But particularly the French franc has in my opinion the 
potential of playing a far greater role in Europe and world-wide. The 
determined policy of the French government and the Banque de France to 
contain inflation could contribute to this just as much as the elimination of the 
last controls on capital movements and the development of Paris into one of the 
most important European financial centers. 



On the other hand, I believe that the potential of the ECU in its present form as 
a basket currency is fairly limited. The private ECU has had a successful career 
on the financial markets, but basically it has only played a minor role in 
monetary integration in Europe, and as a numeraire for exchange rates its 
significance has at best been symbolic. During realignments it is the changes in 
bilateral craitral rates which matter, and new ECU central rates are merely 
derived as a second step from the changes in bilateral exchange rates. Viewed as 
a whole, the experience of the past ten years confirms the fact that, while an 
exchange rate system such as the EMS requires an agreed set of rules, its 
functioning depends primarily on the willingness of the partner countries to 
satisfy the requirements underlying stable exchange rates. These include above 
all the safeguarding of domestic monetary stability in all participating countries. 
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2.2 The Significance of Central Bank Independence 

How can this basic condition of monetary union be ensured if the 
responsibilities for monetary policy are transferred from national institutions to 
a Community body? Historical experience has shown that this can best be 
expected of a system which is independent of political interference. This applies 
to the EC to an even greater extent than to national states because in a 
confederation such as the EC there is always a tendency to orientate oneself 
towards averages and compromises, but that is the worst possible compass for 
monetary policy. Only an indq>endent institution is in a position to resist the 
ever-recurring wishes of politicians to prescribe monetary policy targets which 
are often inconsistent with the objective of stability, such as the stabiliiation of 
exchange rates or the promotion of growth and employment or the balancing of 
regional disequilibria. 

If only for practical reasons a modem, efficient central bank system must be 
independent of the instructions and pressures of national governments and 
European institutions. Protracted consultation and concertation processes are not 
consistent with the requirements of the financial markets which need fast and 
flexible reactions by the central bank, as was the case, for instance, on the 
outbreak of the debt crisis in 1982 or after the crash in October 1987. 

What is more important, however, is that only an independent central bank is in 
a position to pursue a monetary policy geared to longer-term requirements.^ We 
know that an increase or decrease in the money stock works through to the 
economy only with a substantial time-lag. Interest rate measures do not affect 
the money stock for several months, and price movements tate even longer to 
react to the money stock. These ddays must be taken into account when 
monetary policy measures are being drawn up. An independent central bank is 
in a better position to do so than any government as it is not so much subject to 
the temptation to neglect the basic requirements of anti-inflationary monetary 
policy for the sake of short-term effects or election tactics. William McChesney 
Martin (Fed Chairman 1951-70) expressed this rather vividly when he said: 
"The Fed's job is to take away the punch-bowl just when the party gets going. " 
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Of course, even an independent central bank cannot alone guarantee monetary 
stability. The financial behavior of the public authorities and the behavior of 
management and labor must make thdr contribution. But the decisions of an 
independent central bank about the width of the "monetary cloak" which it is 
prepared to provide gives an important signal for a realistic assessment of the 
available opportunities by all economic agents. 

2.2.1 How to Achieve Independence 

If it is agreed that a future European central bank system (ECBS) must be 
indq>endent of governments, the Council and the Commission, the question 
arises of how this independence can be ensured. A corresponding legal 
regulation which guarantees the ECBS's independence of instructions is only 
one element of its independence. In addition, it requires the personal and 
professional independence of the members of the governing bodies of this 
system, that is, of both the governors of the national central banks and the 
members of the supreme governing body, that is to say, of the European 
"central bank council. " 

The personal independence of the members of the governing bodies can be 
ensured if the officials nominated by the governments (central bank governors) 
and the Council (members of the Board) are appointed for a sufficiently long 
period (14 years in the United States, eight years in the Federal Republic of 
Germany) and if their appointment cannot be terminated during that period. 
Moreover, and this goes without saying, they must have excellent expert 
knowledge to enable them to make independent judgments. The qualities of 
personal independence naturally include adequate financial arrangements during 
and after their term of office. This is, after all, what Professor Adolf Weber 
called "the continuity of responsibility and the continuity of expertise" in the 
discussion about the new Bundesbank Act at the beginning of the fifties.^ 

It is important that nationality takes second place to the task with which these 
officials are entrusted. As there can be only one self-contained monetary policy 
for the Community as a whole, and not a monetary policy which takes account 
of the special requests of individual states and regions, the central bank 
governors and the members of the Board must be committed to the common 
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task and not to the interests of individual countries or regions, and this must be 
clear when they cast their votes. 

2.2.2 Instrumental Autonomy 

Above all the instrumental independence of the system must be guaranteed, i.e. 
its ability to fulfil its function of safeguarding monetary stability without 
restriction by using the necessary instruments. The instrumental independence of 
the ECBS must be ensured by providing it with a sufficient array of market 
instruments whose application is not hampered by administrative regulations and 
measures. These should be instruments which are linked to the markets and 
which use market processes to achieve their rads instead of eliminating them or 
falsifying them in an undesired way. It is obvious that interest rates as the price 
of money and credit must be of central importance. But this set of instruments 
should also include all the other tools of modem cratral bank policy, 
irrespective of whether they are being applied in the individual countries at 
present or not. 

I cannot deal in greater detail with these rather technical questions in this lecture 
(some proposals are contained in the collection of papers submitted together 
with the Delors Report) but one thing should be clear: a future ECBS which is 
to satisfy high expectations must have the weapon which every efficient central 
bank must have: the monopoly of money creation. Monetary policy is not 
divisible, not even in a basically federalistic system such as the Fed or the 
Bundesbank. Without the monopoly of money creation, the ECBS would be a 
"tiger without teeth." 

A system which is used only to "coordinate" monetary policy but leaves the 
right to decide on the price and quantity of money in circulation to the national 
governments and/or central banks would be "half-baked", as Alan Walters 
called the EMS. "Coordination" must not be orientated towards a European 
inflation average or any exchange rate targets, which would amount to 
restricting the Bundesbank's room for manoeuvre without providing a 
convincing alternative. Attempts of this nature have often been made in the last 
few years, as aU those involved know. Such a system would be less efficient for 
achieving stability than the present regulatory framework of the EMS. It would 
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therefore be unacceptable to us and no doubt to other EC countries as well. This 
has always been the German position, and a German government which gave it 
up could not count on the support of the German general public which reacts 
very sensitively to matters of price stability. This has become very clear in the 
sometimes most critical reactions to the Delors Report, particularly to the 
proposals on "stage two" (and I quote): "At this juncture, the Committee does 
not consider it possible to propose a detailed blueprint for accomplishing this 
transition",^ that is, for the transition from stage one to stage two in the 
monetary sphere. I will revert to this problem later when I describe the work 
programme of the Committee of EC Craitral Bank Governors. 

With their decision to start negotiating an agreement on a European central bank 
system as early as the end of this year, the governments imdertook to put their 
cards on the table and to say whether they were in fact prepared to transfer the 
decision on future monetary policy to an independent Community institution. In 
my opinion, it would have been better to gain a few years' experience with 
"stage one" of economic and monetary union and to implement first what has 
already beai decided on, particularly the single market, the liberalization of 
capital movements, the harmonization of taxes, etc., before envisaging further- 
reaching institutional steps. But naturally I accept the decision of the Heads of 
State and Government and I understand the political motivation behind it. 



2.3 Strategic Options and Organizational Aspects 

If a basic consensus on the structures of a European central bank system can be 
achieved in the way just outlined, a number of other important questions remain 
to be decided on, and I would Uke to mention just a few of these. 

First of all, what is to happen if not all governments and parliaments agree to an 
amendment to the treaty because of economic and monetary union as is required 
under EC legislation? In this case, which cannot be ruled out firom the outset, 
there are two possibilities. One could proceed in the same way as with the 
EMS, which legally is an agreement between the central banks of the 
Community. This would give rise to a second treaty, in addition to the EC 
treaty. I would think this highly questionable for the cohesion of the EC and 
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would prefer an arrangement based on the EC treaty even if it cannot be 
implemented by all contracting parties at the same time, as was the case with 
several regulations of the EC treaty some of which have still not been 
implemented. 

Another question which is frequently raised, particularly by the French and the 
British, seems to me to be easier to solve; the "democratic control" of an ECBS. 
There is no need to wait for complete political union, a European government 
and a parliament with real responsibilities before an ECBS is set up even though 
historical experience would suggest this. Historically, central banks have always 
been established after the formation of states. Naturally the integration of 
Europe cannot be confined to monetary policy. Progress in other fields, such as 
the German Federal Chancellor demanded for the European Parliament, is 
necessary. But an independent ECBS would, in my opinion, be conceivable 
before the completion of political union if the governments want this and if they 
are prepared to surrender the corresponding sovereignty as they have done in 
other, albeit less important, fields. The system would have an adequately 
democratic legal base if it came about by an agreement between democratic 
governments, if the agreement were ratified by democratically elected 
parliaments and if the system were provided with a clearly defined mandate. In 
addition, the members of the Board could be appointed by the ECOFIN Council 
and the members of the Council by the national governments. The accounting 
(not the monetary policy!) could be audited by an impartial court of auditors. In 
my opinion it would be quite consistent with the independence of the system if 
the president regularly reported to the European Parliament, albeit not as 
frequently as is the case in the United States, and if the Chairman of the 
ECOFIN Council and the President of the EC Commission could attend the 
meetings of the European central bank council (without voting rights) just as, 
conversely, the chairman of the ECBS would be invited to the relevant ECOFIN 
meetings. In addition, the general public should be comprehensively informed, 
as is customary in the United States and the Federal Republic of Germany, for 
instance. As for the rest, the system would be measured by its success. 

It is much more difficult to answer the question of which functions national 
central banks should retain than to answer the question of "democratic 
control. Here, too, the subsidiarity principle should apply, that is, only those 
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functions should be transfeired to the Community body which cannot be 
satisfactorily fulfilled at the national level unless this affects the requirements of 
a consistent, self-contained monetary policy. In the first place, these are all 
decisions on interest rates, liquidity and the money stock, that is, monetary 
policy in the proper sense. This must necessarily include decisions on purchases 
and sales of third currencies (mainly dollars) because these have direct effects 
on liquidity and the money stock. It also involves the difficult problem of a 
transfer of foreign exchange reserves to Community institutions and the decision 
on who is to receive the proceeds. 

In spite of these far-reaching powers, the ECBS could function with a 
comparatively small staff, say, a number similar to that of the Board of 
Governors of the Federal Reserve System, as executive functions could largely 
be transferred to the well-established systems of the national central banks 
which would then act on behalf of the Community. The settlement of payments, 
open market operations with the banks, business on behalf of government 
institutions and the tike could well be taken care of by the national central banks 
- according to the guidelines and instructions of the ECBS. In addition, the 
national central banks should, in my opinion, be responsible for bank and stock 
exchange supervision unless this is already the case as, for example, in the 
Federal Republic of Germany. 



This means that the national central banks would play a role similar to that of 
the Federal Reserve Banks in the United States or the Land Central Banks in the 
Federal Republic of Germany. However, they (and/or the finance ministers!) 
would have to give up their right to formulate independent national monetary 
policies. Particularly for Germany this would have far-reaching implications. 
The Central Bank Council, which today is the supreme decision-making body in 
the monetary policy field, would lose its most important function, a 
consequence which may not have become quite clear to every advocate of an 
ECBS in the Federal Republic of Germany. 
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Numerous other questions have to be answered, such as: how the voting rights 
are to be determined in a European central bank council; where the ECBS is to 
have its domicile; and how the profits are to be distributed, and so on. In this 
lecture I cannot deal with these questions in detail. There is one aspect, 
however, which I would briefly like to hig hli ght. 



3. The Need for Coherence of Fiscal and Monetary Policy 

Even a strong and independent central bank can only fulfil its functions if its 
policy is not counteracted by fiscal policy. The agreement must therefore 
stipulate that the effective use of central bank instruments is not hindered or 
influenced undesirably by the nature and scale of public borrowing. Recourse to 
central bank credit must be ruled out from the outset or reduce to a minimum; 
in view of modem and free financial markets it is basically no longer up-to- 
date. Even if government functions are financed through the market within the 
appropriate limits, both the effects on the use of monetary policy instruments 
and the overall economic implications must be taken into account. The greater 
interest rate resistance of the public authorities compared with that of private 
borrowers must be corrected by an adequate d^ree of self-discipline if a 
crowding-out of private financing is to be avoided. And monetary policy must 
not be condemned to facilitate or ensure the satisfaction of the "inevitable" 
public borrowing needs, possibly at the expense of its proper function, the 
safeguarding of monetary stability. 

An adequate degree of self-discipline at all government levels could reduce the 
necessity of binding rules for fiscal policy to a minimum or even make it 
superfluous. As is well known, such binding rules, with limits for the budget 
deficits of individual member countries, were considered necessary in the 
Delors Report in order to guarantee "a coherent fiscal/monetary policy mix" in 
the Community. There are not yet very clear ideas as to where such binding 
rules should come into force, how they should be determined and how they 
could be implemented. And, as I said before, they should not lead to all powers 
and control authorities being concentrated in Brussels in the future. Judging by 
all experience, the idea that fiscal discipline will come about quasi automatically 
with the aid of market mechanisms appears not to be very realistic, however. 
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4. Perspectives 

Experience in Germany has shown for years how important it is that the 
government at all levels, as well as management and labor, are willing to act 
responsibly under realistically assessed conditions so that the central bank can 
fulfil its function without undue frictional loss and safeguard the value of 
money, both internally and externally. As early as in the first stage of economic 
and monetary union it will be found out whether this willingness exists in the 
larger European context. It will depend on this willingness whether and when 
further st^s are possible, including the establishment of a European central 
bank system. Even without amending the treaty the European Community has 
already an adequate institutional framework for establishing a convincing 
common economic and monetary policy. We have among other things the 
Council of European Finance Ministers and the Council of European Central 
Bank Governors, as well as the Monetary Committee in which our alternates 
work. Within this fiiamework progress towards coordinating economic, fiscal 
and monetary policies is already possible and necessary today, that is, without 
waiting for the result of the presumably protracted intergovemment conference. 

As far as monetary policy is concerned, the Committee of Central Bank 
Governors agreed at its January meeting on a reorganization of its work, with 
respect to both staffing and scope of its deliberations. Its staffing was affected in 
that the Chairman was elected for three years, instead of one year, thus ensuring 
greater continuity. Furthermore, to support the Committee, a research team 
consisting of competent economists will be set up; this team is to prepare 
problem-related studies on questions which must be answered for a common 
assessment of monetary trends within the Community and in relation to third 
countries. It will also draw up well-researched comments on relevant questions 
which are to be addressed to the Council or to the governments. 

Regarding the content of its work, the Committee will work towards a higher 
degree of convergence "with a view to achieving domestic price stability, which 
is at the same time a necessary condition for stable exchange rates. That 
higher degree of convergence was the aim of the amendment to the Council 
decision of 1964 on the cooperation between the central banks of the 
Community. A starting point for this is the closer coordination and convergence 
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of the annual monetary targets of the individual national central banks. So far 
the most varied aggregates have been used and differing assumptions have been 
taken as a basis. A common monetary target for the Community will not be the 
result of these discussions in the foreseeable future, but it should be possible to 
converge the concepts and to give the Committee of Central Bank Governors the 
opportunity to use consistent yardsticks when consulting about the basic stance 
of its monetary policy. This will be of great use even if individual member 
countries continue to gear their monetary policy, particularly their interest rate 
policy, essentially to the objective of defending the exchange rate relations 
agreed upon within the EMS. The significance of monetary targets is thus 
qualified in individual cases. As a control variable the money stock nevertheless 
retains its significance as a money stock getting out of hand would have to be 
interpreted as a sign of unwelcome developments even if the exchange rate of 
the currency concerned remains stable. 

The cooperation among the EC central banks has contributed much to the 
progress towards convergence in the ten years or more which have passed since 
the EMS was established, and it is this progress which opens up the prospect of 
an implementation of economic and monetary union. Compared with this, there 
is a considerable need to catch up in other fields, not least in fiscal policy. The 
Committee of Central Bank Governors will therefore not hesitate to fulfil its 
mandate "to express opinions to individual governments and the Council of 
Ministers on policies which might affect the internal and external monetary 
situation in the Community and, in particular, the functioning of the European 
Monetary System. " ^ 

The Committee wUl also comment on questions concerning the further progress 
towards economic and monetary union. In their capacity as members of the 
Delors Committee the central bank governors have created an important basis 
for the debate. In the meantime further considerations and ideas have come to 
light. The final decision naturally rests with the governments and parliaments, 
but it must be as well-founded as possible. The Committee of Central Bank 
Governors will contribute its expertise, and I am convinced that we shall thus 
make an important contribution to achieving European economic and monetary 
union. There is no way back. The task before us is to set the points correctly so 
that the European train reaches the destination we all want to arrive at. 
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Endnotes 

1. Walter Hallstein (1973) "Die Europaische Gemeinschaft" (The European 
Community), Dusseldorf, Vienna, p. 133. 

2. Report on economic and monetary union in the European Community (Delors 
Report).{\9%9). Section 5. See also the remark made by Governor of the Bank 
of England Leigh-Pemberton before the Treasury and Civil Committee on June 
19, 1989: "One has to acknowledge that the Bundesbank does exercise a very 
strong influence over the ERM at the moment. Quite honestly, we must 
acknowledge, too, that the successes of the ERM are due to large measure to 
what one might call the anchoring role of the D-Mark." Again, Italy's former 
Central Bank Govranor and present Minister of Finance Guido Carli said: "The 
European Monetary System in its preset form cent^ on the D-Mark and thus 
on the most stable currency; if one tried to let it break away..., one would 
endanger the process of achieving monetary union." (La Rq>ubblica, July 13, 
1988). 

3. Alan Greenspan in a speech before the Subcommittee on Domestic Moneta^ 
Policy on October 25, 1989: "... inde^ndence enables the central bank to resist 
short-term inflationary biases that might be inherent in some aspects of the 
political process. The Federal Reserve must take actions that, while sometimes 
unpopular in the short run, are in the long run in the best interests of the 
country. " 

4. Erich Achterberg, Volkmar Muthesius (1950) "Die Bundesbank - Aufbau und 
Aufgaben" (The Bundesbank - structure and functions) in Schriftenreihe der 
Zeitschrift flier das gesamte Kreditwesen, Frankfurt am Main, p. 14. 

5. Delors Report, section 57. 

6. Milton Friedman (1989). "The case for floating rates" in Financial Times, 
December 18. "A truly unified Europe^ currency would make a great deal of 
sense. But to achieve it requires eliminating all centtal banks in Europe ... 
except one ...". 

7. See Council Decision, Doc. 10128/89, of December 4, 1989, p. 1. 

8. See Council Decision, Doc. 10128/89, of December 4, 1989, p. 4. 
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Daniel Gros and Niels Thygesen 



TOWARDS MONETARY UNION IN THE EUROPEAN COMMUNITY: 

WHY AND HOW 



1. Introduction 

European Monetary Integration is, again, high on the political agenda. At the 
European Council in Dublin in April 1990 .there was even an agreement that 
monetary union should be reached by January 1993, the date at which the 
internal market measures are scheduled to be completed. While it is natural for 
heads of government and state to push for monetary integration mainly for 
political reasons economists look at the economic costs and benefits. This paper 
therefore tries to answer the two fundamental questions an economist would like 
to ask about European monetary integration: 

1. Whyl That is, what are the economic reasons for advancing on the road of 
monetary integration? 

2. HovP. That is, what "concrete steps" should be taken to take us where we 
want to go? 

Before going into the discussion of these two fundamental questions it is 
necessary to sort out first one issue that in some sense determines the answer to 
these two questions, namely the question where the precess of monetary 
integration should lead. 

The following section 2 therefore discusses the meaning of monetary union. It 
argues that "irrevocably fixed" exchange rates are not equivalent to a common 
currency, this implies that it is important to always clarify what one means with 
the term "monetary union". This section also argues that the quality of the 
overall monetary policy for the union is as important as fixing relativities, i.e. 
exchange rates. Section 3 then argues that a monetary union, with a consistent 
anti-inflationary overall monetary policy, should bring substantial economic 
benefits, even if they are difficult to measure in practice. Most of the benefits, 
however, would arise only through a common currency, whereas the costs arise 
already in an earlier stage, that is when exchange rates are fixed. Section 4 then 
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discusses "concrete steps" towards monetary union along the lines of the Delors 
Report that would lead from the present EMS to a European Central Bank. 
Section 5 finishes with some concluding remarks. 

2. Where: The Meaning of Monetary Union 

It is generally agreed that the endpoint of monetary integration should be a 
monetary union. But the meaning of this notion is not always clear. For the 
Delors Report a monetary union is characterized by the combination of two 
elements: 

i) the complete liberalization of capital transactions and full integration of 
banking and other financial markets; and 

ii) the elimination of margins of currency fluctuation and the irrevocable locking 
of exchange rate parities. 

The 1970 Werner plan stated explicitly that this would make national monies 
perfect substitutes and therefore be equivalent to the creation of a common 
currency. A similar view seems to underlie the Delors Report, but is not made 
explicit. 

The purpose of this section is to argue that a system of irrevocably-fixed 
exchange rates would not be equivalent to a full monetary union with a common 
currency because as long as national currencies continue to exist there are 
different units of account and there are transactions costs in going from one 
currency to another. 

These transactions costs are the most important barrier to making national 
currencies perfect substitutes, even with irrevocably-fixed exchange rates. For a 
person doing his shopping in Germany the Italian lira will not be a perfect 
substitute for marks if he has to exchange them for marks prior to every 
transaction. Exchanging currency involves a cost in the form of the bid-ask 
spread, which would continue to exist since financial institutions would still 
have to use them (or foreign exchange commissions) to cover the costs they 
incur by holding bank notes in different currencies and having to set up several 
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accounting systems. This cost is not negligible; it varies with the size of the 
transaction. For cash it might be as high as 2-3 %.^ This is true even for very 
stable exchange rates, such as the mark - guilder rate. Market size seems to be a 
more important determinant of the spread, since in most European countries the 
spread on the US dollar is lower than on other European currencies. This 
implies that fixing exchange rates is unlikely to reduce these costs from their 
present high level. 

For these reasons it is unlilsly that the fixing (even if it is suj^sed to be 
irrevocable) of exchange rates in Europe will make national monies perfect 
substitutes. Does this matter? Yes, because it has two consequences which are 
economically and politically important. 

First, as long as national monies remain imperfect substitutes national money 
demands may remain stable. This implies that there is no economically 
compelling reason to create a common monetary institution. As long as there is 
agreement as to which national central bank is the leader, the system could work 
much like the present EMS: the leader, or anchor, national central bank would 
set its monetary stance (presumably geared to the objective of price stability, if 
it is the Bundesbank) and the other national central banks would just react. The 
stance of the leading national central bank would then be transmitted through 
the foreign exchange markets to the entire system.^ The degree to which 
national currencies become substitutes has therefore important implications for 
the economic arguments for a European central bank. 

Second, the benefits from a monetary union caimot be obtained, or at least only 
partially obtained in a system of irrevocably-fixed exchange rates. In contrast, 
the main cost associated with a monetary union, namely the loss of the exchange 
rate as a policy instrument, would arise even in a fixed exchange-rate system. 
This s«x)nd point, the economic costs and benefits is discussed in more detail in 
the following section. 

The fixing of exchange rates in a monetary union determines only relativities, 
i.e. the relationship between national monetary policies and price levels, per se, 
this has no implications for aggregate variables, i.e. the overall stance of 
monetary policy and the inflation rate for the entire area. There is wide 
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agreement, however, that the European monetary union should be an area with 
stable prices. 

Although most of the discussion of the following section is about the benefits of 
fixing or even eliminating the relativities (i.e. exchange rates) it is clear that 
these benefits could easily be swamped by the losses that arise if overall 
inflation is not under control. Although the costs of inflation are as difficult to 
measure as the benefits fi’om monetary union it is apparent to us that even small 
deviations from the goal of price stability can lead to welfare losses that are of 
the same order of magnitude as the potential welfare gains from a common 
currency. We therefore tals seriously the position that the goal of monetary 
union is worthwhile only if it leads to a zone of "monetary stability" in the 
sense of a stable purchasing power of money. It follows that the institutional 
steps discussed in section 5 below are not only designed to manage the fixing of 
exchange rates, but also lead to an institution that assures price stability. 

3. Why: Costs and Benefits from Monetary Union 

3.1 Irrevocably-fixed Exchange Rates: Costs and Benefits 

Since in the present EMS, realignments of central rates are already infirequent 
what are the costs and benefits of formally renouncing future use of 
realignments between participating currencies?^ In our view the answer comes 
from the general issues raised by the traditional literature of the optimum 
currency area and the credibility issue raised by the more recent literature on 
incentives for policy-makers to behave in a time-consistent manner. 

Traditional macroeconomic theory suggests a general answer to the question of 
why realignments represent a useful policy option: govonments may find 
realignment desirable, if the economies for which they are held to be 
responsible to their electorates experience differentiated shocks.^ The shocks 
may be external or domestic in origin; a major energy price-hike or a domestic 
cost-explosion are examples that come readily to mind. Having experienced 
such a shock, a government would come to regret an earlier commitment to a 
fixed exchange rate, since accommodation of the shock through realignment 
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may entail lower costs of adjustment than the alternative of much more gradual 
adjustment of relative national price-levels. 

If European governments anticipated that important differentiated shocks were 
likely to occur in the future, regardless of the exchange-rate regime (and of the 
gradual progress of integration), they would be taking a serious risk by 
committing themselves to maintaining irrevocably-fixed exchange rates. The 
emerging acceptance of EMU as an objective is, above all, an implicit 
recognition by most EC governments that the likelihood of large and nationally- 
differentiated shocks is fading and that realignments are less useful as an 
adjustment instrument. 

Both of these elements are important: 

i) Nationally differentiated shocks constitute the only economic justification for 
a realignment. However, there is some recent research that indicates that for 
most member states of the European Community {Stockman 198S) the most 
important shocks are industry specific. Although there are large differences in 
the industrial structure across member states these shocks tend to cancel out in 
the aggregate, since most economies are based on a number of different sectors. 
Nationally differentiated shocks, that are not induced by (national) economic 
policy measures are therefore less important than is generally thought. 

ii) Realignments, that is changes in the nominal exchange rate constitute the 
appropriate reaction to a shock only if there is some rigidity in nominal 
variables, such as prices and wages. Otherwise agents adjust prices and wages 
proportionally so that all relative prices and real variables are not affected by 
the realignment. The experience in the EMS suggests that this is indeed what 
happens. No country has been able to obtain a competitive advantage by relying 
exclusively on realignments. In the absence of accompanying measures 
devaluations have tended to cause mainly inflation. 

Even if this recognition is widely shared, governments are correct in perceiving 
that their ability to conduct active stabilization policies is constrained by 
irrevocably fixing of exchange rates. Moreover, modem macroeconomic theory 
points out that since monetary expansion and devaluation are at their most 
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effective when least expected, the short-term rewards of breaking the fixed 
exchange-rate commitment could well be seen as rising for a time after the 
declaration of an intention to keep the rate irrevocably fixed. 

This suggests that governments may have incentives to opt out, if they can, in 
order to pursue macroeconomic objectives. For one major category of shocks to 
a participating economy - changes in domestic economic policy that make the 
fixed exchange rate unsustainable - there is clearly no indq)endence of the 
exchange-rate regime. In EMU policy shocks would be limited to those that do 
not threaten to upset fixity. Govemmraits that see a priori the remaining scope 
of action as too narrow will perceive a likely cost in joining EMU. Could that 
cost be offset by benefits? 

A government which explicitly wants to retain freedom to realign its exchange 
rate - or a government whose commitment to fix the rate remains subject to 
some doubt - pays a price. Agents in the national markets for goods, labour and 
financial assets will assume that freedom of manoeuvre will occasionally be 
used. They will tend, in an economy whose currency could become subject to 
devaluation, to set a more rapid rate of increase of prices and costs and to add a 
risk premium to the required yield on assets denominated in the national 
currency. Higher inflationary expectations would raise actual inflation and 
nominal interest rates. If the exchange rate in fact remains fixed, there will be 
temporarily higher inflation and lower output than in the situation where the 
commitment to fixity had been seen as truly irrevocable. If the currency is in 
fact devalued, the critical perceptions of private economic agents will have been 
borne out and a non-inflationary reputation will be that much harder to build up 
in the future. 

In general macroeconomic terms the basic cost-benefit assessment of irrevocably 
fixing exchange rates has therefore to include (1) the cost of giving up the 
possibility of accommodating differentiated, major and non-tiansitory national 
shocks, against (2) the benefit of more definitively strengthening confidence in 
the long-run predictability and stability of the price level. The verdict on how 
the balance between (1) and (2) comes out for any particular participant must 
necessarily be subjective, since its depends on the likelihood of future shocks 
and the degree of credibility of political agreements. All that can be said in 
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confidence is that the balance between costs and benefits must have shifted 
significantly in favor of the latter as the lilKlihood of differentiated shocks 
within the EC is reduced while benefits of full convergence of interest rates and 
of inflationary expectations at a low level have become more clearly perceived. 



Moreover, the potential costs of irrevocably locking exchange rates have already 
to some extent been incurred by participants in the present EMS since countries 
like France and the Benelux have already declared their intentions not to use 
realignments anymore and movements of exchange rates inside the band are too 
limited to have any significant real impact. The macroeconomic benefits, in the 
form of greater predictability and stability of the future price level and firmer 
protection against nationally-engine^ed policy shocks are still - despite the 
sparing use of realignments in the EMS since 1983 - some way from being 
realized. Nor is it obvious that they could be realized fully without the 
additional step of introducing a common currency to underline the definitive 
nature of EMU. To us the benefits of irrevocably fixing exchange rates are in 
themselves already sufficiently substantial to offset the costs outlined above. But 
the move to a common currency would in our view more decisively shift the 
balance of costs and benefits in fiivor of the latter. Hence we deal with these 
benefits in the following section. 



Fixing exchange rates also yields the microeconomic benefit of eliminating the 
uncertainty introduced into international trade by exchange-rate variability. 
Exporters and importers can, however, hedge against this source of uncertainty 
at a low cost if they have access to a sophisticated financial market. With the 
increasing opening and sophistication of financial markets in the Community, 
exchange-rate variability should therefore be less of an obstacle to international 
trade. This is borne out in the empirical literature on the effect of exchange-rate 
variability on trade which has not been able to find a strong negative 
relationship. Moreover, the present EMS has already reduced exchange-rate 
variabUity inside the ERM to about one fourth of the level experienced in the 
1970s, the elimination of this residual degree of exchange rate variability can 
therefore not be expected to yield substantial benefits in terms of increased 
intra-European trade. 
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3.2 Additional Benefits from a Common Currency 

We see at least five sources of additional benefits from a common currency; 

Elimination of transaction costs 

1) The most obvious reason for expecting significant economic gains from the 
introduction of a common currency is that this is the only way to totally 
eliminate all exchange-rate-related transaction costs. The direct savings of these 
transaction costs arise from the bid-ask spreads and other commissions on 
foreign exchange-rate transactions. They are large - 2 to 5% and more for cash - 
but since (intra-EC) tourism does not account for a large share of the GDP of 
the Community their total should be small. For intra-EC trade, which accounts 
for about 20% of the GDP of the Community and which is handled mostly by 
the corporate sector the bid-ask spreads and other commissions are much 
smaller, depending on the currency, but generally below 0.5 % . 

The direct savings in transactions costs should therefore be small but not 
insignificant, perhaps around one-fourth to one-half of 1% of the GDP of the 
Community (still about 10 to 20 billion Ecu per annum in absolute terms).^ 

Elimination of information costs and of incentives for price discrimination 

2) While the direct savings in transaction costs might be small, the subsistence 
of national currencies can still imply large indirect costs because it allows firms 
to engage in price discrimination between national markets. For consumers, 
used to evaluating prices in their own national currency, it is inconvenient and 
difficult to compare prices in different currencies, even if the exchange rate is 
fixed. The practice of retailers in border areas, using approximate "round" 
exchange rates several percent away from the true rates, indicates that this 
implicit information cost can be quite high. 

An order of magnitude for the welfare gains from the suppression of exchange 
rates can be estimated using the range of estimates from the Cost of Non-Europe 
study which found that the suppression of all residual barriers to intra-EC trade 
should raise the GDP of the Community by 2.5 to 6.5 %.^ The higher value 
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would result from a complete elimination of price discrimination and might 
therefore be attainable only with a common currency. This would imply that the 
benefit from the introduction of a common currency could be as large as 2 % of 
Community GDP (about 80 bill. Ecu in absolute terms). 



Dynamic ^ciency gains 

3) An even more speculative reason to expect large economic gains from a 
common currency derives from the its dynamic effects. Economists have long 
recognized that the most valuable benefits from integrating markets are of a 
dynamic nature. However, until recently these dynamic effects were difficult to 
measure since there did not exist an adequate theoretical framework to explain 
continuing growth that was not simply the result of exogenous technological 
progress. The models that have been developed recently to explain what factors 
aside from exogenous technological progress could lead to growth are still in an 
early stage but they can, in principle, be used to assess the dynamic impact of 
the introduction of a common currency.^ While it seems very difficult to assess 
the exact magnitude of the increase in the growth potential of the Community 
through monetary union, it is clear that these dynamic effects could easily dwarf 
the once-and-for-all efficiency gains whose magnitude can be more easily 
assessed because even a small increase in the growth potential has an 
exponentially-increasing effect on the level of income over time. 



Need for less official international reserves 

4) A more macroeconomic source of benefits is the savings in terms of 
international reserves. As long as national currencies subsist national monetary 
authorities have to keep large foreign exchange reserves to be seen to be able to 
defend exchange rates. The direct cost of holding reserves should be small, 
since they can be invested in interest-bearing assets, but the cost of acquiring 
and maintaining confidence in the exchange-rate commitment might be large, 
especially for countries without a history of stable exchange rates. 
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Stronger European presence in the international monetary system and in global 
financial markets 

5) Another potentially-important source of benefits fi’om a common currency is 
external. A single European currency would at least partially replace the US 
dollar in some retail transactions around the world. The direct seigniorage gain 
for the European central bank that would result from this would be small, 
perhaps at most a once-and-for-all (as opposed to the efficiency gains which 
would be available year after year) gain of 30 billion Ecu (equivalent to an 
efficiency gain of 2.4 billion at an interest rate of 8%^). Much larger indirect 
efiects could, however, result from large-scale international portfolio 
substitution away from the US dollar into the Emopean currency. This might be 
a mixed blessing, however, since it could have an undesirable effect on the 
exchange rates of the European currency against the dollar, causing the latter to 
move temporarily below a longer-run sustainable level. 

4. How: Concrete Steps 

What needs to be done to achieve the goal of monetary union? In this section we 
discuss what concrete steps need to be taken. We start with a brief discussion of 
the type of measures that need to be taken in those countries that still experience 
large imbalances to enable them to participate in a monetary union that aims at 
price stability. This is followed by a discussion of the merits the institutional 
versus the market-led approach and finally by the steps that may be taken within 
the approach of the Delors plan. 

4.1 Concrete Steps at the National Level: Disinflation and Convergence 

A number of member countries are not even able to participate in the ERM, 
among those that do there are some that would have considerable difficulties in 
participating in a monetary union that pursues price stability. The main reason 
for this is inflation and inflationary expectations are still high in those countries. 
Both cannot be expected to be immediately brought down to zero or even close 
to zero since it takes some time for agents to adjust to a new environment with 
stable prices. Moreover, agents would be justified in adjusting their expectations 
and behavior slowly as long as the underlying imbalances that cause inflation 
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have not changed. Since large public deficits and debts constitute to the main 
reason for governments to pursue inflationary monetary policies the disinflation 
effort would benefit from convergence in fiscal policy. The precise need for 
disinflation and convergence varies, of course, fi’om country to country. We 
have therefore indicated in Gros and Thygesen (1990) what would need to be 
done in each country. We consider these measures "concrete stq)s" that are as 
important as the institutional steps along the lines of the Delors Report that are 
discussed below. 

4.2 Institutional versus Market-led Approaches to Monetary Union 

This paper has argued so far that a monetary union with a common currency 
would bring sizeable net economic benefits. For some observers a natural 
corollary has been that no further official action to create new institutions is 
needed because if the gains from currency unification are real they wUl lead 
markets to move spontaneously towards the adoption of a single currency. The 
only official action required would be to eliminate all legal restrictions that 
impose the use of national currency. It would not be necessary to fix exchange 
rates and coordinate national policies. 

The economic logic behind the general idea is quite straightforward: in general 
competition is the best market structure; it should therefore also be applied to 
the choice of money. The public would then choose the best one, presumably 
the one that is the most convenient because it offers the most stable purchasing 
power. This might be called the competing currencies approach. 

The logic of this approach is undeniable, but it implies that the monetary 
constitutions of almost all countries of this era are fundamentally flawed because 
they give the government a monopoly on the issuance of money. The 
proponents of this approach might argue that the reason for this discrq>ancy 
between theoretical optimum and reality is political in the sense that 
governments want to keep a source of potentially large seigniorage gains under 
their control. However, even from a purely economic point of view one could 
argue that there are important economies of scale in the choice of money. The 
benefits from a common currency discussed above are indirect expression of 
these economies of scale and the estimates of the order of magnitude of the 
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potential benefits imply that they can be quite important. Free competition is in 
general not the optimal market structure if there are external^ economies of 
scale. It is therefore possible to make a strictly economic case for a government 
monopoly of money and institutional steps towards monetary union. 

A more popular alternative to institutional steps has focused on the private Ecu. 
According to this so-called parallel currency approach the goal of monetary 
union might be reached with little official action if the markets were 
increasingly to adopt a parallel currency, the Ecu, that gradually crowds out 
national currencies imtil it becomes de facto the common ciurency. This 
approach would also not rely on exchange rates being fixed. Instead, through 
the increasing use of the parallel cunoicy, a common currency could be created 
without any need for the difficult process of convergence in national policies. 
The parallel currency approach was not retained in the Delors Report and we 
also do not believe that it represents a viable alternative, mainly because we see 
little prospect that markets would indeed use a parallel currency which would 
involve considerable transactions costs. See Gros and Thygesen (1990) for more 
details. 

This market-led approach nught best be thought of as substituting only for stage 
n of the Delors Report since if it were successful in establishing a common 
currency through the market there would still be a need for a common monetary 
institution to formulate and execute the monetary policy for this common 
currency. 

Competing currencies 

A variant of the approach to promote competition between national currencies is 
the essence of the UK proposal published in 1989.^® According to this 
document only stage I of the Delors plan should be implemented. After stage I 
competition among currencies would become operational and increasingly 
effective because capital market liberalization and the single market for financial 
services would increase the available financial instruments and services. ^ ^ 

However, it is not clear from the UK document whether and how the 
competition between currencies or monetary policies would lead to a monetary 
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union, in the conventional definition of a single currracy. As argued in the 
preceding section it is unlikely that in the environment of low inflation and low 
exchange-rate variability which would be created by stage I, existing national 
currencies would be replaced either by a parallel currency or by the strongest 
Community currency. It is therefore highly unlikely that any further progress 
towards monetary union could be achieved by relying exclusively on currency 
competition through market forces. 

Moreover, the argument that only competition between national monetary 
policies ensures price stability exaggerates the influence of currency competition 
and overlooks the difficulties in determining a stable anchor for prices and 
expectations that would arise in a stage I environment. Private markets do not 
always adopt the currency with the most stable purchasing power. The US 
dollar, for example, has not lost its position as the dominant international 
currency although it has on average over the last twenty years lost more of its 
purchasing power than the DM (and more recently the yen). The reason for this 
is again that there are economies of scale in the use of money. Stability of 
purchasing power is only one of the determinants of the "success" of a 
currency. 

The most fundamental conceptual problem inherent in the UK approach is that it 
aims at making Community currencies increasingly substitutable. Progress 
towards monetary union would come through currency substitution, but 
widespread currency substitution would make national monetary policies less 
reliable and threaten the anchor role of the DM in the EMS. If there is really 
widespread currency substitution a common monetary institution would 
definitely be needed. In this sense significant progress under the market-led 
approaches, whether the parallel currency approach focusing on the Ecu or the 
UK proposal, would create a need for institutional stq>s. 

4.3 The Institutional Approach: The Stages of the Delors Report 

The Delors Committee was asked by the European Council to "Study and 

12 

propose concrete stages leading towards this union" (i.e. EMU).^'^ We assume 
the reader is familiar with the three stages of the Delors Report. 
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i) Stage I: tighter voluntary coordination 

Stage I caused few objections when the Delors Report was on the agendas of the 
European Council in Madrid in June 1989. Stage I will start on July 1, 1990 - 
the latest date set for it in the Delors Report - while no date has yet been agreed 
for its completion, except that the Intergovammraital Conference to design 
subsequent stage(s) should permit implementation of the latter by 1993. What 
are the main new features of this stage and are they likely to be adequate to the 
tasks? 

There appear to be three new features, all surrounded by some uncertainty as to 
the significance of . their impact on policy coordination as it exists in today's 
EMS: 

(1) New procedures for coordination in the Committee of Central Bank 
Governors and the ECOFIN Council; 

(2) Participation of all currencies in the EMS in the course of stage I; and 

(3) Experimentation with some of the procedures under negotiation for 
subsequent stages towards EMU. 

(1) has in principle been clarified by the Decision of the ECOFIN Council to 
replace the 1964 Council Decision defining the mandate of the Committee of 
Central Bank Governors and the 1974 Council Decision on economic 
convergence by new Decisions guiding the form and substance of the efforts at 
policy coordination by central banks and in the ECOFIN Council. 

The new Decisions which follow closely the proposals in the Delors Rqx>rt 
(paras. 51-52) are difficult to evaluate, because everything dqpends on how the 
two EC bodies will make use of their mandate; those of 1964 and 1974 were 
never used fully. Taken literally, the Governors' Committee would develop both 
a more visible public profile and strengthen its analytical capacity and sub- 
committee structure with a view to developing an ex ante approach to, rather 
than an ex post analysis of monetary coordination. This would be a significant 
change, but it remains to be seen to what extent the Governors would actually 
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wish to speak up in their new reports to the European Council and the Exu-opean 
Parliament, or in collective opinions on policies in individual countries or by the 
EMS participants as a whole. Discussions in the Delors Committee in fact 
suggested that the scope for moving voluntarily, i.e. without institutional 
change, towards genuine ex ante coordination is likely to be severely 
circumscribed. 

The Delors Committee conducted a small questionnaire study among EC central 
banks to clarify the scope for moving ahead without Treaty changes. Crudely 
summarized, the smaller participants did not see major problems in going 
fiirth^ in the direction of submitting the policy formulations and decisions to ex 
ante coordination within the Committee of Governors; the smaller countries 
have few illusions of monetary autonomy left. But several of the larger 
countries did not see any possibility of moving significantly further without 
important changes in national monetary legislation and in the Treaty. The reason 
is either that national monetary authority is today divided between the central 
bank and the political authorities, with the latter unwilling to delegate to an 
unspecified process of central bank coordination, or that the central bank itself 
has an elaborate decision-making structure which makes it very difficult to 
conceive that it could delegate, through its President or other participants in the 
coordination procedures, even non-binding competence to a European body. 
The former of these two situations corresponds roughly to the set-up in France, 
and - presumably a fortiori - in the United Kingdom now that sterling has joined 
the exchange rate mechanism and the latter of that in the Federal Republic of 
Germany. From the perspective to either of these situations there is a need for 
something more well-defined than voluntary cooperation to put at the center 
before genuine change can be expected. 

Once the Intergovernmental Conference is convened, and detailed proposals are 
made on further stages towards EMU, to be embodied in a revised Treaty, there 
may, however, be a feedback upon the first stage. Those countries least ready to 
envisage early Treaty revision may become the most anxious to demonstrate that 
voluntary coordination replicating the mandatory procedures proposed for 
subsequent stages can do as well as a reformed system. A constructive 
feedback process may start which has been absent in the present EMS as long as 
there was no prospect (or threat) of institutional change. Such a projection into 
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the practices of stage I of ideas for later full and mandatory coordinati<m would 
obviously be unobjectionable. If successful, the process would ccmtradict the 
prediction made above that the first two features of stage I - growing de facto 
symmetry and a risk of increasing instability upon enlargement - malm it 
unlikely that the system could qualitatively improve or even retain its stability 
without institutional change. 

Our basic assumption is therefore that prq>araticms should be made for the 
eventuality that stage I might not be stable. Stage I should accordingly be as 
short as possible, i.e. as long as it takes to negotiate and ratify a revised Treaty. 
But whether thmm will actually be a move beyond stage I depends on the 
specific proposals for the next stage. Prior to moving to irrevocably-fixed rates 
the Delors Report proposed an intermediate stage n. 

ii) Stage II: "soft" union and an emerging central bank 

Why is an intermediate stage between the tighter, still voluntary, cocqreration of 
stage I and the irrevocable locking of exchange rates, followed by the 
introduction of a common currency, desirable or even necessary? Would it not 
be possible simply to extaid stage I until this final step were seen by all 
participants as feasible? 

It seems to us unlikely that three elements necessary for the transition to 
irrevocably-fixed exchange rates and a collectively-managed monetary policy 
through a European System of Central Banks, could emerge without such an 
intermediate stage. They are (i) a consensus on the qiecific formulation of the 
ultimate objective(s), (ii) a common analytical framework for intmmediate 
objectives and for the design of monetary policy; and (iii) a suffidrat degree of 
experience with common operations. These three elements are part of a learning 
process in the absence of which we would doubt whether the final step could be 
taken. We accordingly subscribe to the view of the Delors Report that an 
intermediate, but not necessarily long, stage is required. In particular, 
experience in genuine joint decision-making is desirable, before monetary 
authority is fully centralized in the final stage. 
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It would be easier in some respects, if such an intermediate stage could be 
skipped, because the division of responsibility between the national central 
banks and an emerging ESCB is complex. A clear attribution of responsibilities 
assuring the cohesiveness of the system is therefore essential. 

The Delors Report refrained from presenting a detailed blueprint of the 
intermediate stage, "as this (transition) would dq)end on the effectiveness of the 
policy coordination achieved during the first stage, on the provisions of the 
Treaty, and on the decisions to be talmn by the new institutions." (para. 57). 
With preparations for the Intergovernmental Conference accelmiating, there is an 
urgent need to examine how the intermediate stage can provide a ftamework for 
the learning process. 

To the extent that exchange rates become de facto stabilized, and recognized to 
be unlikely to change, national monetary policies will, de facto, become ever 
more severely constrained. Increasing exchange-rate stability therefore requires 
a framework for cooperation and coordination of national monetary policies. 
The more explicit the degree of exchange-rate fixity, and the higher the degree 
of capital mobility, the closer must be the coordination and the extent to which 
the overall policy stance of the participants has to be decided in common. 

To implement a common policy, however, requires some consensus about the 
objectives - ultimate and intermediate, the design of monetary policy and the use 
of instruments which cannot be said to exist today, at least in any explicit form. 
The following pages address only the last Of these three issues in a highly 
preliminary way, mindful that all three require very substantial efforts of 
macroeconomic analysis, study of empirical regularities and assessment of 
practical feasibility in order to be meaningfully discussed. 

For the individual central bank the main operational objective in stage n would 
be to maintain in a credible way stable exchange rates vis-h-vis other 
participating currencies. Ex ante coordination of domestic credit expansion 
(DCE) objectives should make that task easier on average; in practice, the DCE 
objective may, in particular situations, have to be overridden to maintain 
shorter-term exchange-rate stability. 
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Collective formulation of ultimate and intermediate monetary objectives would 
in itself constitute a major step towards ex ante coordination. The participating 
central banks would deepen their exchange of information on their respective 
formulations of monetary policy by giving the reports prepared for them a more 
explicitly common analytical framework and by formulating joint intervention 
strategies and guidelines for DCE rather than simply reviewing the past record. 
Closer coordination could begin even while the guidelines emerging from it are 
not mandatory, to replicate the effects of a more advanced stage; in principle, 
this process begins already during stage I. 

Yet it is unlikely that anything resembling closely a common monetary policy 
could be conducted merely through discussions, but without vesting in the 
ESCB genuine decision-making powers with respect to at least some significant 
instrumaits of monetary policy. But there are difficulties in determining how 
monetary authority might be shared between a center - the ESCB Council and 
Board - and the participating national central banks. The efficiency of operations 
requires that there should never be any doubt in the financial martets, among 
national policy-makers or elsewhere as to which body has the reiqransibility for 
taking particular decisimis. 

Three types of policy decisions could be considered as being at the core of any 
design of a workable pooling of instruments or responsibilities within an ESCB 
in stage II: 

(1) adjustment of short-term interest differentials; 

(2) intervention policy vis-il-vis third currencies; 

(3) changes in reserve requirements. 

(1) Short-term interest differentials 

Adjustments of relative short-term interest rates constitute the central instrument 
in managing the present EMS and the main candidate for gradual pooling of 
authority. A high degree of coordination and occasion^y de facto joint, or at 
least bilateral, decisions has already been observed. 
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But the gradual and partial upgrading of dedsion-making on relative interest- 
rate adjustment from the purely national level to a Community body, in the first 
stage the Committee of Governors, from the second stage the ESCB Council, 
will not in itself assure that the average level of interest rates in the participating 
countries is appropriate, though it should tend to make such an outcome more 
likely than the present system with its occasional inefficirades of interest-rate 
escalations and tensions. To get a firmer grip on the average level of rates, the 
attribution to the ESCB of an instrument which permits a collective influence on 
domestic sources of money creation would be necessary. Such an instrument is 
described briefly below in the form of the ability for the ESCB to impose 
compulsory reserve requirements on domestic money creation and to develop 
gradually a market for a European reserve base with its own lading rate. 

(2) Intervention policy vis-a-vis third currencies 

A second instrument for which some degree of joint management could be 
envisaged is foreign exchange interventions in third currencies. 

While in principle a common intervention policy can be achieved through joint 
guidelines for essentially decentralized interventions by the participating national 
central banks, a visible capacity to intervene jointly in third currencies, and to 
do so in ways that further the cohesion of the EMS, is potentially important. 
Without a presence in the major exchange markets the ESCB would lack the 
capacity to check the impact of external financial disturbances on EMS stability 
at source. Hence "a certain amount of reserve pooling" (Report, para. 57) as 
well as ample working balances in EMS-currencies would be desirable in stage 

n. 



In a previous publication (Gros and Thygesen 198S) we suggested how, in the 
absence of an adequate operational structure, a common intervention policy 
could be executed through one of the component national central banks. As long 
as there is some exchange-rate flexibility and the ESCB does not yet have an 
operative arm, one national central bank could become the executing agent of 
the ESCB. It would not be an executing agent in the strict sense of the word, as 
the New York Federal Reserve Bank, but would be givai some discretion in 
interpreting the policy guidelines formulated by the board of the ESCB. The 
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obvious candidate to fill this position would be the Bundesbank because it 
already now accounts for the bulk of interventions against third currencies 
among the ERM countries. The Bundesbank could also be relied upon to 
interpret the policy of the ESCB in a way that is consistent with price stability. 
This alone would contribute another guarantee that the ESCB will pursue a strict 
anti-inflationary policy. As exchange rates get closer to becoming irrevocably 
fixed and the residual national competence in monetary policy disappear this 
freedom of manoeuvre would diminish until either the ESCB acquires its own 
operational arms to deal in foreign exchange markets or the relevant department 
of the Bundesbank is incorporated into the ESCB. 

(3) Reserve requirements 

A third instrument, specifically assigned to the ESCB, would be the ability to 
impose variable reserve requirements on domestic money creation. 

The improved substitutability between participating currencies coming from the 
integration of European financial martets inexorably pushes the thinking of aU 
monetary authorities in the direction of aggregate money creation in the area 
and to the formulation of intermediate objectives for domestic money creation 
consistent with an aggregate target and to designing procedures whereby the 
latter can be kept roughly on their agreed course; Gampi (1989) provides an 
analysis of the options available. 

The essential feature is that the ESCB should be empowmed to impose uniform 
or differentiated reserve requirements on either the increase in the monetary 
liabilities of each national central bank or on the credit extended by the member 
banks to their respective domestic sectors. This requiremrat would be met only 
by holding reserves with the ESCB; and the supply of reserves would be 
entirely controlled by the latter through allocations of a resa:ve asset (official 
ECUs) to each central bank corresponding to the demand for reserves which 
would arise, if agreed targets for money creation or DCE were observed. Both 
cost and availability considerations would provide central banks with an 
incentive to stay close to declared objectives. The ESCB would have to be given 
some discretion in extending or withdrawing reserves to provide marginal 
accommodation. The new system could largely replace the present method of 
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creating official ECUs through temporary swaps of one fifth of gold and dollar 
reserves as well as the credits extended through the Very Short-Term Facility of 
the European Fund for Monetary Cooperation. 

The system would create a monetary control mechanism analogous to that 
through which national central banks, who use reserve requirements, influence 
money and credit creation through their banking systems. It would introduce a 
certain hierarchy into the relationship between the ESCB and its constituent 
national central banks, while leaving some fieedom for each national central 
bank in designing its domestic instruments. 

The reserve requirements might alternatively be applied directly to DCE in the 
total national banking system, i.e. on the domestic somces of broad money 
crea:tion. The advantage of this method would be to assign the collective 
monetary instrument more directly to a natural intermediate objective - DCE - 
underpinning fixed exchange rates, but it might introduce more slack into the 
control mechanism, as it would no longer apply to items that appear on the 
balance sheet of the central banks for which the latter could be regarded as more 
directly responsible. 

A different approach that would allow the ESCB to have some direct impact on 
conditions in the financial markets could be pursued by imposing a uniform 
European reserve requirement on commercial bank deposits or on increases 
thereof. Under this variant all community commercial banks would have to 
hold a certain small fraction of their dqrasits as compulsory reserves with the 
central monetary institution. The only asset that could be used to satisfy this 
reserve requirement would be "federal funds" which could be denominated in 
ECU. 

The aggregate supply of these federal funds would be strictly under the control 
of the ESCB, since that would be the only institution that could issue them. The 
distribution of the total across countries and banks would be left to a federal 
funds market where commercial banks could trade among themselves the 
deposits with the central monetary institution which they need to satisfy the 
European reserve requirement. This scheme would therefore work like national 
reserve requirements, but on a European scale. The European reserve 
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requirement could therefore be in addition to and indepoident of national 
reserve requirements. 

This approach would imply that the ESCB would intervene directly in a market 
that reflects system-wide liquidity conditions. This might be preferable if the 
task of the ESCB is to be concerned with overall conditions as opposed to the 
specific conditions in national markets. In order to ensure a gradual transfer of 
authority fi’om the national to the Community level it might be useful to impose 
initial limits on the total amount of open market transactions the central 
monetary institution would be allowed to undertake within a given period. 
These limits could be gradually relaxed in the course of stage II. 

This approach could be implemoited by giving the ESCB the power to impose a 
compulsory reserve requirement on all deposits of Community residents with 
Community commercial banks. To give banks access to deposits with the ESCB 
the latter could initially buy the appropriate amount of securities in the market. 
These seciuities could be denominated either in Ecu, or in national currencies, 
provided the proportion of the different national currencies corresponds to the 
Ecu weights. Once the initial amount of fedoal funds has been created the 
ESCB could regulate the total amount of federal funds in the system simply by 
additional open marl^t purchases or sales. 

Through its open martet conditions the ESCB would be able to directly 
influence overall liquidity conditions in the system. If it makes an open market 
sale, reducing the total amount available, commercial banks everywhere in the 
Community would tend to restrict their deposits because the interest rate on the 
federal funds market would rise. By limiting the total amount of federal funds 
that the ESCB malss available to the system it would always be in a position to 
limit total liquidity creation. 

This approach would be compatible with different operating procedures for the 
ESCB. For example, it could choose an interest rate target and restrict the 
supply of federal funds whenever the actual Ecu or federal funds interest rate 
fell below the target and vice versa if interest rates go above the target. But it 
could also target the quantity of federal funds by not intervening in the federal 
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funds market and letting the interest rate adjust to bring supply and demand into 
equilibrium. 

Different operating procedures would presumably be appropriate for stages n 
and m, but the mechanism in itself would not have to be modified for die 
passage to stage HI. The subsequoit evolution of the system would then be 
gradual and could lead to a smooth passage to the final stage without additional 
substantial institutional changes. 

It remains to consider how the one decision in the EMS which is today subject 
to de facto joint decision-making, viz. realignments of central rates, could be 
handled in stage n. Would there be a case for vesting authority over this 
instrument with the ESCB as part of monetary management rather than leaving 
it as in the present EMS with the ECOFIN Council? 

There are arguments for and against such a transfer but they suggest to us, on 
balance that the decisive considerations in assigning the authority to undertate 
realignments are how close participants have come to meeting the prerequisites 
for full union. It would be dangerous, if feasible, to shift the re^nsibility for 
deciding on realignments to the ESCB in stage n, if any major divergence of 
economic performance has persisted into that stage. But it would be desirable to 
shift that responsibility, if the need for realignments were generally accepted as 
residual only, and if adequate monetary instruments for underpinning fixed rates 
had been assigned to the ESCB along the lines proposed above. A tentative 
conclusion is that the authority to decide on realignments could become part of 
the mandate of the ESCB in stage n, but that this is less of a priority than the 
attribution of the other, day-to-day, instruments of an increasingly collective 
monetary policy. 

iii) Stage HI: "hard" union, collective authority ovct economic policy 

The present subsection can be brief, since we have already in our evaluation of 
costs and benefits of EMU in Part One looked at the main features of the final 
stage. Relative to the intermediate stage n the main changes are the irrevocable 
fixing of exchange rates, in our view soon to be followed by the introduction of 
a common currency, full centralization of monetary authority in a European 
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System of Central Banks, and the transition to binding procedures in the 
budgetary field. 

The central element of stage HI is, of course, the constitution of the ESCB that 
has to guarantee its independence and provide incentives for its policy-making 
bodies to pursue the aims of price stability. 

In an earlier CEPS publication we discussed how further monetary integration 
should be organized to guarantee a maximum of monetary stability. ^ Some of 
that discussion has since been superseded by the Delors Rqmrt and by much 
more detailed studies of how an autonomous and stability-oriented European 
central bank might be constituted, see notably Louis (1989), there is therefore 
no need to elaborate fiirther on the details of the contribution of the ESCB. 

The main elements that would bring some assurance of a policy orientated 
towards price stability are: 

1) A mandate to aim at price stability; 

2) Independence of instructions fi’om other instances and personal independence 
for members of the board through long terms of office; 

3) No allowance to extent credit towards the public sector, whether at the 
European or national level. 

These elements of the structure of the ESCB are by now largely uncontroversial. 
The only remaining task is to incorporate them in the statutes of the ESCB that 
will be drawn up by the forthcoming Intergovernmental Conference on EMU. 

5. Summary and Conclusions 

The title of this paper refers to the two fundamental questions that arise in 
discussions about monetary union for the European Community, namely the 
why and how. In this concluding section we will try to summarize briefly our 
discussion of both of them: 
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i) Why: Would the creation of a monetary union be beneficial on purely 
economic grounds? 

Our analysis suggests that "irrevocably" fixing exchange rates involves costs as 
well as benefits. The main cost is the loss of the exchange rate as an adjustment 
instrument, the main benefit is an increase in the credibility of monetary policy 
and the elimination of purely financial shocks as a source of exchange rate 
tensions. It is difficult to establish a precise balance of costs and benefits, but it 
is clear that the costs should diminish and the benefits increase with the 
increasing integration of the economies of the Community. 

The introduction of a common currency woxdd yield substantial additional 
benefits, but no costs, and would thraefore increase the net benefit one could 
expect from a monetary union. 

ii) What concrete steps would be needed to establish a monetary union? 

We argue that institutional steps beyond stage I would be needed to create a 
monetary union. Currency competition, although appealing from a theoretical 
point of view, is unlikely to lead to substantial progress in a stage I 
environment, where inflation rates can anyway be expected to converge at a 
lower level. There is no need to push currency competition as a mechanism for 
anti-inflationary discipline, as long as the proposed joint monetary policy is 
based on a clear mandate to aim for price stability and the institution managing 
the common monetary policy is politically dependent. Progress beyond stage I 
might also be needed because the leadership role of the Bundesbank would be 
weakened as other currencies become stronger because realignments are 
increasingly perceived as unlikely. 

What institutional steps should therefore be taken beyond stage I? Following the 
Delors Report we recommend that the European System of Central Banks 
(ESCB) should be created by a revision of the Treaty. The ESCB should be an 
emergent European central bank. We briefly discuss the various ways in which 
the ESCB could use reserve requirements to mimic the structure of national 
central banks at a European level because this instrument might be the decisive 
one in allowing the ESCB to increasingly determine overall liquidity conditions 
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in a way that allow for a smooth passage to the final stage of EMU with a 
common currency and a European central bank. 
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Endnotes 

1. For inter-bank transactions the bid-ask spread is usually much lower, 
between most major currencies it is about O.OS - 0.1%. For the corporate sector 
different national currencies (and die Ecu) might therefore more easily become 
very good substitutes. Howev^, most transactions balances are held by 
households. 

2. See Gros (1988) for a further elaboration of this idea. 

3. Gros and JTiygesen (1990) discusses also a numbo^ of specific issues often 
raised in more policy-orientat^ discussions in Europe. 

4. See, for example, the survey by Cohen (1989). 

5. With intra-EC trade equal to about 20% of Community GDP, the total 
savings of transaction costs would be about 0.2% of EC GDP if these costs (the 
direct ones in the form of bid-ask rates plus the indirect, in house ones for 
ent^rises active in intra-EC trade) wm% about 1%. To this one should add the 
savings from tourism and other ret^ cross-border activities. 

6. See Michael Emerson (1988). "The economics of 1992". European Economy 
42. March. 

7. See Romer (1989) for a summary presentation of the new theories of growth. 

8. This figure is based on estimates that about 130 billion US dollar notes are 
used outside the US (presumably most of it in Latin America), one-third to one- 
fourth of which might be converted into Ecu. 

9. It is crucial that the economies of scale be external. If they could be 
internalized by each private provider of money competition would break down, 
as one money would displace others and remain without competition. 

10. See "An Evolutionary Approach to Economic and Monetary Union", HM 
Treasury, November 1989. 

11. It is apparent that these elements of the UK proposal could and should be 
part of the internal market programme in financial services. 

12. Conclusions of the Hanover European Council, 27-28 June 1988 as 
reprinted in Delors Report, Annex 1, p. 43. 

13. Some statements by officials of the Bundesbank and the Netherlands Bank 
comment on the first stage in this spirit, see e.g. Poehl (1989, pp. 146 ff), and 
Stjosz (1989). 

14. The following draws heavily on Thygesen (1989b), which is an elaboration 
of one of the author's contributions to the Collect^ Papers for the Delors 
Report, Thygesen (1989a). 

15. The following two paragraphs merely restate the main principles of the 
scheme, while the rest of the present subsection enlarges on it. 
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16. See Gros (1989c) for more details. 

17. Gros and Thcygesen (1988), Part HI, notably pp. 59 ff. 
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Comments on: 

Towards Monetary Union in the European Community: Why and How 

1. Monetary Eitegration: Political versus Economic Considerations 

Daniel Gros and Niels Thygesen have given us a provocative and stimulating 
paper on the prospects of increased European monetary integration. My 
comments will not address their pragmatic suggestions for an EC transition to a 
common currency, which presuppose the desirability of further monetary 
integration. Nor will I focus on the relevant political considerations, which are 
already receiving a great deal of attention at this conference. I will focus instead 
on what I believe should be the core issue of concern for those considering the 
desirability of an EC common currency area: the economic costs and benefits of 
such a move. 

As the authors note, European monetary integration is once again high on the 
political agenda. Despite the reservations expressed by Germany and by Britain, 
political support for the implementation of an EC common currency area 
continues to increase. In such circumstances, it may be useful to question 
whether this political agenda has convincing economic underpinnings. The 
authors answer in the affirmative: the costs of integration have been largely 
incurred and large benefits remain to be reaped. 

I would like to sound a more cautious note. 

2. Economic Costs 

First, I would like to reconsider the costs of moving to a common currency. 
The authors argue that, due to the EC's increasing commitment to prevailing 
exchange rate parities, the potential losses associated with monetary integration 
have already largely been incurred. In particular, they emphasize the loss of the 
exchange rate as a policy instrument. Another cost, emphasized by Canzoneri 
and Rogers (1990), Dombusch (1988), and Fischer (1982), arises when 
irrevocable exchange rate parities constrain national seigniorage rates away from 
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optimal tax spreading levels. Given the July 1990 implementation of the EC 
Directive on capital market liberalization, these costs may be summarized as the 
loss of the ability to conduct independent national monetary policies. If the 
authors wish to argue that current parity commitments already fully impose 
these costs of a common currency area, I will disagree only with the implicit 
assumption that current parity commitments are irrevocable. Unlike a common 
currency area, a fixed exchange rate regime allows critical leeway in the 
conduct of national policy. 

2.1 Optimal Policy 

Optimal policy wiU generally require exchange rate realignments in the presence 
of nationally differentiated shocks (Mundell 1961; Ishty arm 1975; Grilli 1989). 
Complete monetary union, with a common EC currency, would rule out the 
possibility of parity shifts in response to national needs. This need not be a 
concern if we are confident that nationally differentiated shocks are unimportant 
detemunants of optimal policy within the EC, but how confident are we that the 
optimum currency area is in fact the entire EC? Regional barriers in goods and 
factor markets, the lack of institutionalized mechanisms for income based inter- 
regional transfers, and the predominance of regional expenditure policies in the 
determination of overall EC fiscal stance— these and other firagmenting 
characteristics of the EC support a theoretical case against increasing monetary 
integration (Leigh-Pemberton, 1990). 

2.2 The Weight of Eknpiiical Evidence 

As for empirical evidence, the research on the national differentiation of shocks 
remains inadequate for an assessment of the optimal currency area. In the 
absence of convincing empirical evidence on this point, adoption of a common 
currency presents an unknown and potentially large risk. Even the optinusts, 
who judge that the existing empirical evidence does not suggest that the EC 
needs to allow divergent national policies, do not have adequate assurance of the 
wisdom of imposing a common currency on the EC. Such evidence is inherently 
historical and backward looking. This century has been fraught with largely 
unforeseeable shocks: wars, commodity price shocks, deht crises, environmental 
disasters, and political upheavals. In this context, I do not believe that there is a 
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convincing economic reason for discarding the ability to undertake decentralized 
monetary policy responses to unforeseen future shocks. 

2.3 Flexible Exchange Rates 

I would like briefly to address a side issue that arises in this context. One may 
wonder whether concern about nationally differaitiated shocks leads logically to 
a position in favor of floating rates. (Such arguments can be reinforced if 
differing national conditions require different inflation rates to raise seigniorage 
revenues consistent with optimal tax spreading.) Under a floating rate regime, 
however, the presence of short run nominal rigidities can generate ovCTshooting 
of the real exchange rate. Undesirable short run trade balance and income 
effects generated by overshooting can be compounded by long run hysteretical 
effects (Baldwin 1988; Baldwin/Krugman 1989; Dixit 1989). Such 
considerations decrease the attractiveness of floating i»rities. 

Of course, as the authors point out, fixed but revocable exchange rate parities 
also involve difficulties. In particular, such an exchange rate regime creates 
strategic considerations that can diminish its attractiveness. (For example, the 
private profitability of destabilizing speculation, the temptations of competitive 
devaluation, or the dynamic inconsistency in optimal public policy.) These 
appear to me to be the strongest of the arguments against fixed but revocable 
exchange rate parities, but they may speak as well of optimal crawling pegs as 
they do of increased monetary integration. 

3. Economic Benefits 

Returning to the economic costs and benefits of a common currency, I would 
like to address the supposed benefits. As the authors acknowledge, the empirical 
relationship between exchange rate variability and international trade patterns 
remains obscure: evidence for the widely anticipated negative correlation 
remains elusive. This is natural, however, given the low cost options for 
hedging foreign exchange risk. The authors apparently interpret the inconclusive 
empirical evidence as providing little evidence that EMS movement toward 
more rigidly fixed parities has generated large economic benefits for the EC, a 
point with which I concur. In contrast with the authors, however, I believe tiiat 
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the benefits of full monetary integration will be similarly limited. I will address 
the five benefits they mention in their paper. 

3.1 EUmination of Currency Exchange Transactions Costs 

Currency exchange transactions costs are already low, and bid/ask currency 
spreads give far too high an estimate of their significance. Corporate 
transactions are by far the most significant arena for potaitial gains, in terms of 
importance in intra-EC trade, and they involve commissions of less than one 
half per cent. In addition, corporations can and do maintain transactions 
d^sits in more than cme currency, thereby often avoiding commissions 
altogether in their multi-currency dealings. As financial integration proceeds and 
innovation continues, existing costs will be further diminished. The same 
applies to individual transactions. (As a mundane example fix>m the tourism 
sector, where the relatively high bid/ask spreads for small cash transactions are 
often taken to be the relevant measure of transactions costs, the spread of credit 
card use has made much more favorable terms widely available.) 

3.2 Price Transparency 

The elimination of information costs and of incentives for price discrimination 
will generally have associated economic benefits, but it is reasonable to expect 
that the contribution of a common currency to such price transparency will be 
small. The authors appear to attribute far too large a role to increased monetary 
integration and far too small a role to real and financial integration, which will 
provide the bulk of the benefits to the EC. I am unaware of any empirical work 
that indicates that large economic benefits would arise directly from an 
elimination of information costs due to currency conversion. 

3.3 Dynamic Efficiency Gains 

Neither the theoretical nor the empirical literature have offered any useful 
guidance on the extent of possible dynamic efficiency gains obtainable from EC 
adoption of a common currency. While it is easy to agree with the authors that 
it is "difficult to assess the exact magnitude of the increase in the growth 
potential of the Community through monetary union," I see no reason to expect 
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a significant contribution of monetary union per se. The real and financial 
integration of the Community have much more prima facie plausibility as 
sources of dynamic efficiency gain; how monetary integration will contribute to 
this remains fiizzy at best. Given the large potential economic costs of increased 
monetary integration, claims of significant dynamic efficiency gains from 
adoption of a common currency should not be allowed to motivate policy in the 
absence of convincing empirical support. 

3.4 Reductions in Official International Reserves 

Estimates of the benefits to the EC of potential reserve reductions made possible 
by adoption of a common currency run as high as ECU 200 billion (Welfens 
1990). On the face of it, this is equally an argument for a return to more 
flexible rates, or at least more reserve conserving forms of intervention. As the 
authors acknowledge, however, it is difficult to say just what are the economic 
costs of international reserve holding. Even if international reserves didn't pay 
interest, which they do, behavioral changes in this arena would largely raise 
intra-EC distributional considerations. 

3.5 Currency Substitution into the ECU 

It is possible that the ECU, as a stable alternative to the dollar with a large 
presence in international trade, would increasingly appear in a vehicle currency 
role. As the authors note elsewhere, established payments patterns are an 
important determinant of transactions media, and the relative confidence in the 
dollar cannot be overlooked as a psychological factor. Any currency substitution 
into the ECU should be expected to take time, but eventually might generate 
significant seigniorage. The extent of such effects, however, remains 
controversial. In addition, seigniorage is generated only by the issue of non- 
interest bearing high powered money, so the greater use of the ECU as the unit 
of account in legal international trade need not necessarily generate much 
seigniorage: sophisticated cash management techniques limit the extent to which 
use of a vehicle currency generates corresponding increases— directly or 
indirectly— in the demand for high powered money. 
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3.6 Other Benefits 

In addition to the five possible benefits considered by the authors, two others 
have achieved some prominence in discussions of a European Monetary Union: 
price stability gains and increases in the overall stability of the financial system. 
Little work has been done on the latter, so it is difficult to anticipate the effects 
of movement to a single currency on stability of the financial system. My own 
view is that systemic changes— adequate uniformity in securities and banking 
laws, reporting standards, requirements of risk based insurance premia for 
financial intermediaries in addition to adequate risk based capital standards, and 
a willingness to close intermediaries when market value accounting indicates 
insolvency— can make a much larger contribution to financial stability than 
adoption of a common currency. 

As for price stability, the only central bank macro-policy goal explicitly 
acknowledged by the authors, I would argue that it is impossible to anticipate 
the effects of a common currency area and a European central bank on this 
policy goal. Institutional design will play a critical role in determining the 
economic outcomes (Welfem, 19^). A strong, independent European central 
bank committed to low inflation could indeed foster greater overall price 
stability in the EC. If such independence proves politically infeasible, the 
opposite outcome could easily ensue. A new European central bank would also 
lack an established reputation for commitment to price stability, and inflation 
expectations might therefore respond with great volatility to small changes in 
policy stance. In contrast, German dominance of the EMS has allowed the EC 
to profit from the established reputation of the Bundesbank: the well known 
outcome has been a convergence of EC inflation rates toward the relatively low 
German levels. Once again, existing monetary arrangements are associated with 
concrete advantages while the movement to a common currency offers only 
hazy promises. 
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4. Conduding Remarks 

I have tried to argue that the economic costs of increased monetary integration 
for the EC are potentially large and that the potential economic benefits are 
small. Participants in this debate should acknowledge, however, that it is 
currently dominated by armchair quarterbacks. Without increases the quantity 
and quality of empirical work in this area, the economic desirability of a 
common currency area will remain moot. As noted, by Welfens (1990), 
considerations of economic desirability already seem to be displaced by political 
considerations in discussions of the desirability of an EC common currency 
area. The present commentary is an effort to dampen the polidcal enthusiasm by 
focusing on the economic risks. In the absence of convincing empirical evidence 
of large economic gains, prudence suggests that the threat of large potential 
economic costs is a strong contraindication to the adoption of a common 
currency. 
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Manfred Willms 

GERMAN MONETARY UNIFICATION AND EUROPEAN MONETARY 
UNION: THEORETICAL ISSUES AND STRATEGIC POLICY PROBLEMS 

1. Introduction 

Politicians and economists in the Federal Rq)ubHc of Germany are confronted 
with two types of monetary integration: the German Monetary Unification 
(GMU) and the European Monetary Union (EMU). The GMU is a new 
challenge resulting firom the November 9, 1989 revolution in East Germany. 
The first ideas for monetary integration in Europe date back to the year 1970 
when the former Prime Minister of Luxembourg Wemer presented his plan for 
an EMU. In 1989 the Delors-Committee launched new efforts in this direction 
and outlined a plan for the realization of the EMU in three stages. 

While the West German government enthusiastically pushed forward the 
German Monetary Unification process, the same government is much more 
reluctant and reserved with respect to the introduction of the EMU. At a first 
glance this seems to be contradictory. Is the monetary unification process with a 
socialist country using a non-convertible currency not much more complicated 
than a monetary union with a number of Western European market economies? 
Are the advantages of the EMU for the Federal Republic of Germany not 
greater than the advantages of the GMU? Another set of issues is related to the 
interaction between the two plans for monetary integration. Does the German 
Monetary Unification process delay the European Monetary Integration process? 
Would it not have been economically more meaningful to establish first the 
EMU and then extend it to East Germany? 

This paper addresses these issues by a systematic comparison of the two types of 
monetary integration. In both cases the final goals of monetary integration are 
principally the same: 

- The introduction of a single currency within the area. 

- The conduct of monetary policy by a single central bank. 

- The free movement of labor, capital, goods and services within the area. 
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However, as it will be demonstrated below, there exist substantial differences 
between the two cases in the economic and political environment which generate 
diverging strategic policy implications. 

In this context the point of departure is the question whether the countries 
involved in the two monetary integration processes actually form an optimum 
currency area. 

2. Are Germany and Europe Optimum Currency Areas? 

An optimum currency area comprises regions betwera which a fixed exchange 
rate regime is more conclusive to the achievement of the ultimate goals of 
macroeconomic policy like fuU-employment, a stable price level and external 
equilibrium than a flexible one. Consequently, within such an area changes in 
the nominal exchange rate cease to be available as an instrument of economic 
policy. Moreover, the burden of adjustment to real and monetary shocks has to 
be borne by other economic variables and marlmts. For the determination of the 
size of the optimum currency area a number of criteria have been developed in 
the literature. 

Mundell (1961) demonstrates in a model with two regions and sticky nominal 
wages that it is the more attractive for regions to form a currency area, the 
higher the degree of labor mobility among them. Under conditions of high labor 
mobility a shift in demand from one region to another does neither lead to 
unemployment, since people laid off in the depressed region can be employed in 
the prospering one, nor to balance-of-payments problems, since the movemrat 
of factors substitutes for the movement of goods. As a result, a high degree of 
labor mobility may replace the nominal exchange rate as a means to maintain 
internal and external balance. 

Applying Mundell' s criterion of factor mobility to Germany, both countries 
seem to form an optimum currency area, since because of the common language 
and cultural background the degree of labor mobility is very high. In the case of 
Europe, in sharp contrast, the degree of labor mobility is substantially lower and 
the participating countries are definitely less suited to form a monetary union. 
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McKinnon (1963) suggests the degree of openness measured by the importance 
of tradables in the individual regions as another criterion determining the 
optimum size of a currency area. He argues that a high degree of openness 
reduces the efficiency of nominal exchange rate changes as a policy instrument. 
In countries with a high degree of openness increases in the prices of tradables 
following a devaluation immediately feed through to wage increases which have 
a strong inflationary impact and eliminate the competitive advantage gained by a 
devaluation. For this reason, countries with a high degree of openness, and 
these are especially small countries, ought to approach a monetary union with a 
large country or a group of large countries. 

Applying the McKinnon-criterion to the two Germanies, they do not, at the 
present stage, form an optimum currency area. Although East Germany is in 
economic terms a small country compared to West Germany (the GNP of East 
Germany amounts to about one-ninth of the West German GNP), its degree of 
openness measured by tradables as a percentage of GNP is with 25% only half 
as high as in the case of comparable Western European countries. As a result, 
under the McKiimon-criterion, the Western European countries are more 
suitable for a currency union than the two German countries. However, this 
statement neglects the fact that in East Germany trade relations have been 
largely determined by political forces. Under a free market system the 
McKinnon-criterion would be more likely to be fulfilled for Germany than for 
Europe. 

Kemn (1969) proposes that economies with a high degree of product 
diversification form an optimum currency area. Countries with highly 
diversified production and consumption patterns experience a relatively low 
degree of real exchange rate variability, since many statistically indqiaident 
sectorial shocks are likely to cancel out in the aggregate. 

Applying the diversification criterion to the German case, a currency union 
between the two countries would be, at least for the moment, no optimum 
solution. In most sectors East Germany is far away from offering a diversified 
spectrum of goods and services. However, a similar situation prevails for some 
Western European countries which are candidates for the proposed EMU. 
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Vaubel (1978a, 1988) puts forward the criterion of real exchange rate 
variability. He argues that in a currency union with fixed exchange rates real 
exchange rate changes require an adjustment of national price levels. Since this 
is in conflict with the ultimate goal of price stability, only countries with small 
real exchange rate changes are appropriate candidates for a currency union. 
These are countries with similar preferences for price stability, similar 
productivity trends and highly diversified goods and financial markets. The 
Vaubel criterion incorporates, therefore, all the criteria mentioned before. 

With respect to price stability West Germany has much more in common with 
East Germany than with many countries of the proposed EMU. As it will be 
discussed later, the rate of hidden inflation in East Germany has not exceeded 
the relatively moderate visible rate of inflation in West Germany over a longer 
period of time. In contrast, with respect to productivity growth rates an 
immediate currency union between the two Germanies does not seem to be 
appropriate. Regarding the substantial productivity gap between the two 
countries the difference in productivity trends are likely to be higher between 
East and West Germany than between West Germany and the other EMU- 
countries. 

In summary, the theory of optimum currency areas does not deliver an 
unambiguous answer to the question whether the two German states or the 
twelve countries of the European Community are more suitable for a monetary 
union. In practice, almost all criteria presented here are controversial (Ishiyama 
1975, pp. 346 -359) and to difficult to operationalize. 

In this context it is meaningful to consider the distinction between the optimality 
of a currency union and its viability (Vaubel 1988). According to economic 
criteria a currency union might not be optimal but viable and an optimum 
currency area in the economic sense might not be viable. The reason is that in 
addition to economic factors non-economic determinants such as the cultural 
background or historical experience can be important factors for the viability of 
a monetary union (Cooper 1976, p. 49). In this respect the GMU has to be 
evaluated in a different manner than the EMU. In the case of the GMU a strong 
currency replaces a weak currency. In the case of the EMU not only weak but 
also strong national currencies are replaced by a synthetic, politically imposed 
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currency, where it is not known whether this will be a strong or a weak 
currency. 

Another important theoretical issue concerning the GMU and EMU apart from 
the optimality of the currency areas is the selection of the optimum currency 
unification process (Vaubel 1978b, 1988). The benefits and costs of the two 
main alternative strategies for currency unification in Germany and in Western 
Europe, gradualism or big leap, are analyzed from a German point of view in 
the following sections. 

3. German Monetary Unification 

3.1 Econtnnic Structure and Monetary System in East Germany 

For more than 40 years East Germany has been a centrally planned socialist 
economy with limited access to private property. Companies were merged in 
large conglomerates which did not compete with each other. They were 
protected against foreign competition by a government agency which organized 
foreign trade and compensated for losses on the world market. The same 
government agency supervised the fulfillment of politically imposed supply 
obligations to the COMECON-countries. 

Prices, wages and interest rates were determined politically and did not reflect 
the relative scarcity of goods, labor and capital. The pricing system was not 
targeted at the most efficient allocation of factors of production, but at 
distributional goals ("unity of economic and social policy"). Accordingly, prices 
of ordinary consumer goods were subsidized, sophisticated consumer goods 
were taxed. Wages and interest rates did not have much to do with productivity 
and factor scarcity. Consequently, prices, wages, and interest rates lost their 
signalling function. Furthermore, the system contained no sanction mechanism 
in the case of inefficient production. 

The tax system focused on government-owned or quasi-govemment-owned 
companies. About 75 % of total revenues were raised by duties at the company 
level. The official income tax contributed less than 10% to government 
revenues. The structure of the income tax itself was that tax-rates and tax- 
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progressions were considerably lower for employees than for self-employed 
people. 

The financial sector was organized in a one-stage-banking system. The existing 
banks functioned economically as branches of the East German central bank. 
Money was not primarily designed to be a means of exchange and a store of 
value but to be an instrument for financing and controlling the real ouQ>ut 
planned by the central bureaucracy. A market for the efficient allocation of 
capital did not exist. In the foreign sector, the East-Mark was a non-convertible 
currency. Instead of market-determined exchange rates hundreds of individual 
exchange rates existed. 

This policy framework generated major distortions in the economy which led to 
labor productivity and real per capita income about 50 to 60 percent lower than 
in West Germany. The situation has been worsened by extremely low 
reinvestments such that the capital stock in infrastructure, housing and industry 
is largely obsolete. 

After the opening of the border on November 9, 1989 a more or less co mmunis t 
government and the communist administration stayed in power for several 
months. They hindered the introduction of a free market economy wherever it 
was possible and prevented capital imports by a law which restricted foreign 
capital participation in East Germany to 49%, with some government-controlled 
exceptions allowed for. 

Since such a policy did not set favorable prospects for the future, a daily exodus 
of up to 3000 people fi-om East Germany to West Germany took place. The 
migration stream has caused severe shortages of skilled labor in East Germany 
and considerable social problems in West Germany (housing, unemployment, 
access to the social security system). 

3.2 Necessary Reforms 

There is widespread agreement that the socialist system of central planning has 
been inefficient. While some political groups have favored its transition to a 
"socialist market economy", the overwhelming majority of experts has 
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demanded its r^lacement by a social market economy. As the general election 
of March 18, 1990 convincingly showed, also the people in East Germany want 
a social market economy and they want it soon. 

The introduction of the social market economy requires numerous reforms. The 
most important are the reorientation of the pricing system and the introduction 
of a competitive economic order based on private property. In addition, the tax 
system, the social security system, the foreign trade relations as well as the 
money and credit system have to be drastically reorganized (Siebert 1990c, p. 
7). All necessary reforms are difficult to implement and will cause adjustment 
problems. 

Free market prices are necessary in order to gain information on the relative 
scarcity of goods and factors of production. They are also important for the 
determination of the value of companies and private property. The signalling 
function of free market prices requires the widespread abolition or at least the 
significant reduction of subsidies and special taxes on long-tom consumer 
goods. 

The introduction of a competitive system requires the decomposition of the huge 
socialist conglomerates and "people-owned" companies. This does not constitute 
a severe problem in typical small business sectors where the economic units can 
be handed over to the present employees. It is more difficult in the industrial 
sector, where many companies will not be able to survive under competitive 
conditions. The alternatives are a closing down or a complete renewal. In both 
cases labor will be laid off. However, with the removal of the restrictions on 
capital imports and on bdng self-employed, unemployment should only be a 
short-run phenomenon. The introduction of private property and of a free 
CTterprise system will initiate a dynamic growth process. It provides incaitives 
for taking entrepreneurial risks, for efficient resource allocation and for 
additional economic activity. 

The tax-system has to be shifted from taxation at the company level to the 
taxation of individual incomes earned under competitive conditions. The rate of 
progression which goes up to 90% has to be considerably reduced. In addition, 
it will be necessary to introduce a sales tax. 
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Social and economic policy have to be conceptually sq>aiated in the sense that 
the achievement of distributional goals has to be accomplished without direct 
intervention in markets. A social security system similar to West German 
standards has to be introduced. To this belongs the establishment of a system of 
unemployment insurance, previously unknown in East Germany. Moreover, the 
need to increase the extremely low pensions for elderly people is commonly 
accepted, especially, if the subsidies for housing are reduced or eliminated. 



One cornerstone in the reform of the financial system concerns the 
establishment of a two-stage-banking system with the functions of supplying 
money and allocating credit sq>arated. Another cornerstone is the introduction 
of the DM in East Germany. While, from the beginning, these issues were 
largely undisputed, the strategies towards currency unification, i.e. the question, 
when and under which conditions the DM should be introduced as the official 
currency in East Germany, has been fiercely discussed. The controversy 
centered around the problem whether the currency unification should be 
arranged by a big leap or in a gradual fashion and whether the exchange rate 
under gradualism should be a fixed or a flexible one. In the meantime, the 
decision in favor of a big leap has been taken: The DM has replaced the East- 
Mark on July 1, 1990. 

3.3 Benefits and Costs of GraduaUsm 

The decision in favor of the big leap strategy for the introduction of the DM in 
East Germany has been controversially discussed and is still in the center of 
political dispute. A number of economists recommended a gradual strategy for 
the GMU and opposed the big leap (for example File 1990; Hoffinan 1990; and 
to some extent Siebert 1990a). These economist focus on the existing 
differences in labor productivity, real income and infrastructure between the two 
Germanies. They prefer a monetary union between countries which are 
economically on a similar level. Therefore, they suggested to carry out first 
those reforms in East Germany which lead to an increase in productivity and 
growth. For the reconstruction of the infrastructure a West German Marshall- 
Plan in the dimension of 1 % of GNP or about 20 billion DM per year has been 
proposed (File 1990, p. 135). 
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In the discussion about the preferable monetary integration strategy for 
Germany sevmal types of gradualism have been proposed. 

Fixed and Undervalued Exchange Rate 

A first suggestion along the gradualist line has been a fixed undervalued 
exchange rate for East Germany. The undervaluation should encourage exports 
and restrict imports similar to the successful strategy of reconstruction in West 
Germany after the currency reform of 1948. Because of the low productivity of 
labor and the low quality standard of many East German products exchange 
rates of 5 East-Marks for 1 DM or at least 3: 1 have been recommended. 



Given an average wage level in East Germany of 1200 Marks such exchange 
rates would have implied extremely low labor costs in DM of about 400 DM 
per month at an exchange rate of 3:1 (2.80 DM per hour) or 240 DM at a rate 
of 5:1 (1.50 DM per hour). As a result, profits could have been high enough to 
allow for considerable growth rates of capital formation, productivity and real 
wages. 



However, a strategy of stimulating economic growth in East Germany by 
suppressing wages via an undervalued currency can only work if employees 
have considerable exchange rate illusion or high mobility costs. Only in that 
case can wages be kept below labor productivity without setting an incentive to 
migrate. In a united labor market, as it efiectively exists now in the two 
Germanies, neither exchange rate illusion nor considerable mobility costs seem 
to be a realistic assumption. Therefore, an undervaluation of the East-Mark 
would have only led to an increase of migration to West Germany. 

Moreover, gradualism is no prerequisite for low wages in East Germany. If 
wages could be kept below labor productivity by an undervalued currency, the 
same result could also be achieved by a big leap strategy. 
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Quasi-fixed Exchange Rate 

Instead of a fixed undervalued currency a quasi-fixed exchange rate based on a 
parallel central bank behavior has been proposed as another possible strategy for 
German Currency Unification (FranJfiirter Institute 1990, p. 19 ff.). In this 
study the adequate value of the exchange rate has been estimated between 1 and 
2 East-Marks per DM. The idea was the adoption of the Austrian or the Dutch 
monetary policy behavior scheme: Austria and the Netherlands stabilized the 
exchange rate between their currencies and the DM by conducting a parallel 
monetary policy to the Bundesbank. Under this strategy prices, wages, 
pensions, interest rates and the money supply are forced to adjust to the 
exchange rate. 

For East Germany, such a rule of monetary policy would have had the 
advantage of adjusting prices for traded goods immediately to world market 
prices and thus allowing for an optimum restructuring of the capital stock. The 
degree of nominal wage increases and the inflation rate would have been 
determined by the Bundesbank. A further advantage has been seen in the fact 
that foreign investors in East Germany would have had no exchange rate risk as 
long as the East German central bank would have followed this policy rule. 

The main problem with this approach would have been that it provided no 
mechanism which would have guaranteed that the East German central bank 
would stick to such a policy. On the other hand, a formal agreement for the 
preliminary introduction of a fixed exchange rate system betwe^ both 
Germanies could not have been accepted by West Germany because the 
Bundesbank would have had no control over the public deficits or of the money 
supply in East Germany. As a result, such a system could have easily led to 
inflation in both countries and would have endangered the whole monetary 
unification process. 



Floating Exchange Rate 

A third suggestion along the gradualist line has been the introduction of a 
floating exchange rate vis-a-vis the DM. This suggestion would have had the 
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advantage of determining the exchange rate by market forces and keeping it 
somehow tied to economic fundamentals. It would largely have avoided 
inflationary pressure on East Germany which builds up with an undervaluation 
and deflationary pressure resulting from an overvaluation of the East-Mark. 
Finally, nominal exchange rate flexibility facilitates the adjustment of real 
exchange rates in response to shocks. A modified floating rate system by 
combining flexible exchange rates between the East-Mark and the DM with a 
transfer of the responsibility for monetary policy in East Germany to the 
Bundesbank has been proposed by Siebert (1990a, p. 20). 

It is true that some arguments can be found in favor of gradualism for Germany. 
More important, however, are the general drawbacks of all gradualist strategies 
for the GMU. Under any of these strategies the DM would have continued to 
exist as a parallel currency in East Gemumy. This most probably would have 
caused instability in the money demand and problems of controlling the money 
supply in both countries. For the Bundesbank the large-scale use of the DM as a 
parallel currency in East Germany would have impeded the determination of a 
non-inflationary money supply target. 

Another disadvantage of all gradualist strategies of currency unification in 
Germany would have been their relief from pressure to implement the drastic 
reforms necessary for a fast reconstruction of the East German economy. It is 
very much likely that any delay in the introduction of the DM as an official 
currency in East Germany would have neither relieved the economic difficulties 
nor would it have solved the migration problem. In reality, there has been no 
choice for a gradual strategy since people in East Germany simply refused to 
accept their domestic currency anymore. 



3.4 Benefits and Costs of Big Leap 

People in East Germany consider the DM as a symbol of freedom and 
prosperity. Due to the small degree of acceptance of the East-Mark they have 
not only been discriminated in Eastern European Countries but even in their 
own country. The fast introduction of the DM provides them overnight with one 
of the most reliable and stable currencies of the world. They gain the advantages 
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and privileges of a fully convertible currency. Transformation and information 
costs with respect to the German-G^man exchange rate disappear. All prices 
can be compared directly. The same holds for the value of all assets and 
liabilities. Furthermore, the DM sets incentives for West German and 
international direct investments in East Germany. Because of the tremendous 
capital shortage large-scale direct investments from other countries are a 
prmequisite for a rapid recovery and an increase in the standard of living. Their 
positive side effect is the import of urgently needed modem technical know-how 
and management techniques. 



However, the immediate replacement of the East-Mark will not be without costs 
(Kromphardt 1990; Scharrer 1990). Many domestically produced goods will be 
substituted by imports from West Germany. The non-competitiveness of many 
companies will become directly visible. Due to inefficient production or to low 
quality standards complete production lines may have to close down. 
Temporary large-scale unemployment may be the case. Previously subsidized 
prices including rents will increase and lead to social adjustment problems, 
especially for pensioners. The budget cannot be financed anymore by taxes 
imposed at the company level. High budget deficits could be the outcome. 



A key issue in the big leap strategy was the selection of an adequate exchange 
rate for the conversion of East-Marks into DM. The conversion rate does not 
only determine nominal wages and prices in the short run but also the DM value 
of the cash money stock, of savings and of assets and liabilities in the balance 
sheets of East German companies and banks. A central question with respect to 
the conversion rate was to what extent an excess supply of money or hidden 
inflation existed in East Germany. 



The 1989 data (Table 1) show that the East German GNP and disposable income 
is between 11 and 12 per cent of the West German one. The relative cash 
holdings of the general public are of the same magnitude. Accordingly, the 
income velocity for cash money was more or less identical in both German 
countries. 
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Table 1: Income, Money and Velocity in East and West Germany - End of 1989 data - 





East Germany 
(Bill. Marks) 


West Germany 
(Bin. DM) 


East German 
as a 

percentage 
of West 
German data 


Gross National 
Product (estimated) 


250 


2,260 


11.1 


Disposable Income 


164 


1 ,404 


11.7 


Cash Holdings 
of Nonbanks 


17 


146.9 


11.6 


Bank Deposits 
of Non banks 


223.7 


1,108.5 


20.2 


Money Stock Ms 


240.7 


1 ,255.4 


19.2 


Velocity 1 
(GNP/Cash) 


14.7 


15.4 




Velocity 2 
(Disposable Income/ 
Cash) 


9.6 


9.6 




Velocity 3 
(GNP/M3) 


1.04 


1 .8 





Sources: Jahresbericht 1989 der Staatsbank der DDR; Statistisches Jahrbuch der 
DDR 1989; Monthly Report of the Deutsche Bundesbank 
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Contrary to this, bank deposits of the public (households, companies and 
govOTiment) and thus the money stock M 3 deviated substantially between the 
two Germanies. The ratio GNP/M 3 (Velocity 3 in Table 1) was 1.04 in East 
Germany and 1.8 in West Germany. Relative to West Germany the East 
German M 3 was almost 80 per cent higher. This could have been the indication 
of a hidden "cash-holding inflation" resulting from the fact that prices were 
politically fixed while the money stock was growing faster than the real GNP. 
Cassel (1985, p. 266) estimates the average annual rate of this type of inflation 
in East Germany between 1960 and 1980 of about 4.7 percent. In order to 
eliminate the accumulated inflation potential, with the introduction of the DM a 
devaluation of bank deposits in East Germany became unavoidable. 

In the Treaty of a Monetary, Economic and Social Union of May 18, 1990 both 
German countries agreed to convert all financial assets and liabilities on July 1, 
1990 at a rate of 2: 1 , excqpt for 4000 Marks per capita (6000 Marks for people 
older than 59 and 2000 Marks for children under 15) which were to be 
converted at a rate of 1:1. Given the remaining population in East Germany of 
about 16.2 miU. people the 1:1 exchange amounted to 64.8 billion DM. Based 
on the financial situation on April 30, 1990 denominated in Marks the East 
German money stock M 3 amounted to 258.6 bill. Marks and total domestic debt 
to 365 bill. Marks (Table 2). According to the Treaty the money stock M 3 has 
been devalued to a smaller degree ( 1 . 6 : 1 ) than the domestic debt ( 2 : 1 ). 

In relation to West Germany the favorable conversion rate of the Mark has led 
to an excess supply of monetary assets in East Germany of about 26 bill. DM. 
Instead of its share of 11.1 per cent of the West German GNP East German 
money holders got a share of 13.2 percent of the West German M 3 (161.5 bill. 
DM instead of 135.1 bill. DM). However, due to the fact that bank deposits 
besides a small amount of insurance savings (1989: 14.7 bill. Marks) have been 
the only way to hold financial assets in East Germany, it can be expected that a 
certain proportion of bank d^sits will be transferred into more attractive forms 
of financial assets. M 3 may decline without a build-up of inflationary pressure. 




147 



Table 2: Money and Debt in East Germany before and after German UniHcation 







Marks 
(Bill, per 
April 30, 1989) 


Conversion 

Rate 


DM 

(Bill . ) 


I . Money 








1 . 


Currency in 
ci rculation 


12.6 


2:1 


6.3 


2. 


Bank Deposits 










- Private 

- Households 


64.8 

115.8 

(180.6) 


1 : 1 
2:1 
1 .5:1 


64.8 

57.9 
(4 22.7) 




- Companies 

- Government 


53.9 

11^ 


2:1 

2:1 


26.7 




Money Stock Ms 


258.6 


1.6:1 


161.5 


II. Debt 








1 . 


Domestic Credit 










- Private 
Households 


2.6 


2:1 


1.3 




- Housing 


102.4 


2:1 


51 .2 




- Companies 


236.4 


2:1 


118.2 




- Government 


23.^ 


2:1 


11.8 




Total Domestic 
Credit 


365.0 


2:1 


182.5 


2. 


Net Foreign 
Liabi 1 ities 


12.6 


0.6:1 


19.9 



Source: Deutsche Bundesbank, Statistische Uebersichten zur 
deutsch-deutschen Waehrungsunion, Frankfurt, July 1990 
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With respect to the money supply the rapid introduction of the DM in East 
Germany does not seem to create any problem, since the Bundesbank finally has 
control over its expansion process. However, a problem exists with respect to 
the remaining debt at the company level. Despite the fact that this debt in DM 
has been reduced by 50 percent many companies will have problems in serving 
the debt at much higher interest rates than before. Obviously, a large 
proportion of the debt has to be written off. This requires the introduction of 
equalization claims at the banking sector in addition to those which have been 
necessary because of the application of different conversion rates for deposits 
and debts. The equalization claims have to be serviced by the East German and 
later by the joint German government. 

In summary, the big-leap introduction of the DM in East Germany is not 
without risks. Whereas the risk of inflation is rather small, the main challenge 
lies in the adjustment of the real sector. Overall, the risks seem to be limited in 
relation to the costs of a delay of the German Monetary Unification process. 

4. European Monetary Union 

4.1 Economic Structures and Monetary Systems in Europe 

All member countries of the present European Monetary System (EMS) and the 
planned European Monetary Union (EMU) are democracies and free market 
economies. Prices, wages and interest rates are basically market determined. 
Nevertheless, the level of economic activity deviates substantially among the 
member countries. For example, real income differences between West 
Germany, some Mediterranean countries and Ireland are larger than those 
between the two German countries. In all countries the monetary sector is 
organized in a two-stage-banking system, with the central bank system 
providing the domestic money supply and the private banking system allocating 
the credit. All currencies are convertible. Capital controls still exist in some 
countries, but their importance is gradually declining. 

The present EMS consists of 12 currencies and the basket ECU as the unit of 
account. Only 9 countries participate in the exchange rate mechanism, one of 
them, namely Spain, with special conditions. Exchange rates can deviate from 
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the officially fixed central rate within a band +/- 2.25% and +/- 6% 
respectively. Central banks are obliged to intervene in the foreign exchange 
market in order to keq> the exchange rate within the band. The intervention 
mechanism is supported by a system of currency swaps and official credits. 
Adjustments of the central rates are possible under mutual accordance. 

The EMS is designed in a way that the participating countries may follow their 
traditional final and intermediate goals of monetary policy but cannot neglect 
the implications of their monetary decisions on other member countries. Since 
most of the member countries try to avoid the official devaluations they adjust 
their policy more and more to the policy of the German Bundesbank as the 
central bank with the most reliable anti-inflation policy. Hus behavior has 
made the Bundesbank the leading central bank within the EMS and the DM the 
leading currency in Europe. However, the Bundesbank has not dominated the 
EMS in the sense that the money supplies of the EMS countries have 
exclusively been affected by the German money supply. In contrast, they have 
also been very much influenced by the world money supply and the money 
supply of other EMS countries (Fratiamti/von Hagen 1990). 

4.2 Planned Reforms 

In April 1989 the Delors Committee presented a three-stage plan for the 
creation of an EMU. The plan is based on the idea of a step-wise expansion of 
the present EMS, the establishment of a European Central Bank System (ECBS) 
as an autonomous institution and the final introduction of a single European 
currency. The plan seems to be widely acc^ted by most European 
governments. 

In the first stage which started on July 1, 1990 it is intended to eliminate all 
remaining capital controls. The three non-participating countries United 
Kingdom, Portugal and Greece shall join the exchange rate mechanism. In 
addition, the Council of the European Central Bank Presidents will be entitled to 
report on the monetary and exchange rate policy of the member countries and to 
make suggestions for money supply targets. Furthermore, three sub-committees 
shall be introduced for the harmonization of monetary policy, exchange rate 
policy and the supervision of the commercial banking system. It is also 
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intended to grant more autonomy to those central banks of member countries 
which are basically dependent on the directions of their governments. 

In the second stage the ECB shall be established as an own institution while the 
individual c^tral banks and national currencies do still exist. The band for 
exchange rate changes shall be further narrowed and monetary policy is 
designed to be more centralized. The Delors Committee itself does neither 
make specific suggestions with respect to the organizational structure of the 
ECB nor to instruments and intermediate goals of monetary policy. It only 
indicates that the ECB shall be indq)endent of instructions from national 
governments and Community authorities, committed to the objective of price 
stability, provide no credits to public-sector authorities and have a federal 
structure. 

Detailed proposals for the conduct of monetary policy during the second stage 
of the EMU have been made by members of the Delors-Committee (Thygesen 
1989; Ciampi 1989). According to these proposals a three-stage banking system 
shall be introduced during stage two with compulsory reserves being the main 
instrument of money control. In a recent statement (April 1990) the EC 
bureaucracy pushed towards the introduction of stage two and the establishment 
of the "Eurofed" as early as January 1, 1994. 

In the third stage European currencies shall be substituted as legal tender by the 
new European Currency Unit (ECU). The monetary system in Europe will then 
have to be reduced to a two-stage banking system with the present national 
central banks turning into subsidiaries of the ECBS and the monetary policy 
being determined by the European Central Bank Council. 




151 



4.3 Benefits and Costs of Gradualism 

Gradualism along the route of the Delors Committee implies that 12 European 
currencies continue to exist as legal tender in their respective countries at least 
during the first two stages, while the indq>endence of the individual central 
banks is reduced in a step-wise fashion. One of the main argumoits in favor of 
a gradual strategy for the EMU is the diffm%nce in labor productivity and real 
income between the present EMS-member countries. A gradual strategy gives 
countries with lower real income a better chance to catch up with the more 
advanced countries by an undervalued currency and by additional infrastructure 
investments. 

A further argument for gradualism is that those countries which tax their people 
by inflation like Greece, Italy, Ireland and Belgium need some time for shifting 
the tax system from the inflation tax to other forms of taxation. Countries with 
a high preference for price level stability like Germany and the Netherlands can 
continue their relatively restrictive monetary policy. 

For Germany the attractiveness of gradualism is given by the fact that the 
following advantages can still exist for an undetermined period of transition 
(Willm 1990): 

- The Bundesbank will stay responsible for price level stability in Germany (and 
some European countries). 

- The DM will continue to be the second most important reserve currency of the 
world. 

- The real exchange rate of the DM vis-a-vis EMS-member currencies with 
higher rates of inflation will be undervalued so that German exporters continue 
to have a strong competitive position in these marlsts. 

- The seigniorage of the Bundesbank can be used to reduce the budget deficits of 
the federal government and has not to be transferred to the European 
Community. 

A disadvantage of gradualism for Germany could result from the intention to 
incorporate the United Kingdom into the EMS. This would reduce the German 
influence in shaping the future structure of the EMU in central issues like the 
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independence of the proposed ECBS, the anchoring of the gcral of price level 
stability and money supply control. 

A further disadvantage is that the gradual approach would lead to considerable 
coordination problems during phase two when the ECBS has been established 
and the national central banks do still operate as individual decision centers. 
Who is then ultimately responsible for monetary policy and who guarantees that 
the different central banks do not act in a counterproductive way? 

4.4 BeneHts and Costs of Big Leap 

At present, a big leap strategy with the immediate introduction of a single 
currency is not under discussion. It could, however, become relevant once the 
gradual monetary integration process does not show much progress in the near 
future. 

A first benefit of an early big leap introduction of the ECBS is the complete 
elimination of transaction and information costs related to currency exchanges 
for intra-Community economic activities. This could encourage further trade 
creation and trade penetration in the member countries. A second benefit is the 
immediate elimination of any nominal exchange rate risk. As a result, the 
economic environment becomes more certain, thus encouraging further intra- 
Community direct investments and portfolio investments. In addition, users of 
financial services would gain from the rapid introduction of a single currency 
because the substantial differences of intermediation costs between the EC 
countries, which are basically the outcome of limited competition due to 
different currency habitats, would be considerably reduced (Gros 1989; 
Thygesen 1990, p. 373). The third benefit is related to the avoidance of 
conflicts and disturbances which would accrue from the parallel existence of the 
ECB and the national central banks under the gradual strategy. It is probable 
that national central banks, despite the general agreement on the final goals of 
monetary policy during the period of transition, deviate considerably in the 
growth rates of their money supply and thus endanger the whole monetary 
unification process. A fourth benefit concerns the people in Community 
countries with traditionally high rates of inflation. They could gain from a 
lower inflation rate and a more predictable future price level if the ECB is 
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credible in its policy and more committed to price level stability than their own 
central banks would be during the period of gradual adjustment towards the 
EMU. 

While high inflation countries could gain, low inflation countries could lose by 
a soon big leap creation of a single currency if the monetary policy of the new 
ECBS follows a middle-of-the-road strategy with respect to inflation. Such a 
policy cannot be ruled out since the European Central Bank Council will consist 
of board members from countries with different views on the causes and costs 
of inflation. It is almost certain that the European Central Bank Council like the 
individual decision centm's of the present Commimity central banks will soon be 
confronted with the traditional conflict between short-run employment effects 
and long-run inflation effects of monetary policy. 

A general disadvantage of the big leap strategy for all member countries is that 
the adjustment of exchange rates cannot serve anymore as an instrument of 
economic policy for the correction of balance-of-payments imbalances within 
the Community. The burden of adjustment is then transferred to other markets 
like the labor, the housing and the credit market. This especially requires 
regionally more flexible wages and rents. Unfortunately, the European Social 
Charta sets signs just into the opposite direction. 

Another problem is the selection of the appropriate exchange rate for the 
revaluation of all assets, liabilities, wages and prices. Should exchange rates be 
applied that exist in the EMS at the day of the big leap? These exchange rates 
are to a large extent determined by political decisions and not by the market. At 
least, they are not those exchange rates that would occur after the process of 
market integration has been completed. In any case, under the big leap strategy 
the choice of the politically fixed exchange rates shapes the future pattern of 
investments, production and trade and thus the growth perspectives of the 
Community countries (Fuhrmam 1990, p. 100). 
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5. Big Leap for Germany and Gradualism for Europe 

Viewing it superficially, both the German and the European monetary 
unification process would require a strategy of gradualism. It seems that in both 
cases the real income differentials and the differences in social and economic 
structures are so substantial that the instrument of nominal exchange rate 
changes should be kept available as a shock absorber for the period of 
transition. Since the Community countries are all democracies with a dominant 
market oriented sector whereas East Germany has been, until recently, a 
socialist dictatorship with a centrally planned economy, the period of gradualism 
should be much longer for the German monetary unification process than for the 
European Monetary Union. 

Such a view which has a broad support also in West German academic circles 
neglects basic differences between the two cases. Both German countries have 
the same social and cultural tradition and share a common language. They had 
been a single currency area with identical per capita income and the same 
institutional setting until 1945. 

The German Monetary Unification process implies in effect an extension of the 
DM-area to East Germany. This means that judged by international standards a 
successful central bank system based on the principles of independence, price 
stability and federalism is introduced in a country with a completely deteriorated 
economy where people have lost their confidence in the system and the 
incentive to work productively. Any delay in the introduction of the DM in 
East Germany means effectively for the people the continuation of a hopeless 
economic situation. This would either require long-lasting financial transfers 
from West Germany to East Germany or lead to an acceleration of migration. 
Without an immediate currency unification and the introduction of West 
German economic law in East Germany the urgently needed capital import 
would be very much restricted. As a consequence, productivity growth would 
be smaller and the severe ecological problems could not be solved within an 
adequate period of time. Trade creation and general economic penetration as 
well as the integration of East Germany into the world economy would be 
slowed down. On the other hand, the most important argument for a gradual 
strategy, namely the preservation of an undervalued currency, is not relevant 
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between countries with almost perfectly mobility of labor. For these reasons 
there is no alternative to a big leap strategy for currency unification in 
Germany. 

While for the German currency unification a big leap strategy is a rational and 
cost minimizing solution, for the EMU a gradual strategy is optimal. A first 
point is that in the German case the DM-area is extended and the Bundesbank 
keq)s the control over the national inflation rate. In the European case the DM 
is finally substituted by a common currency and the responsibility for price 
stability is transferred to an international institution. Under these circumstances 
it is difficult to ensure zero or low rates of inflation without a sanction 
mechanism. Since Germany can easily be forced to accept a higher average rate 
of inflation as it existed in the past, it is better to observe the functioning of the 
ECBS for a while before the final stage of the EMU is installed. 

A second point is that for Germany the benefits of an EMU will be relatively 
small anyhow. Within the European Community, most of the gains from trade 
creation and specialization have been obtained by the elimination of tariffs or 
will be obtained by the abolition of still existing non-tarifr trade barriers in 
1993. Some more gains from EMU will certainly result from the elimination of 
intra-Community exchange rate related transaction costs, information costs and 
risks. Consumers will benefit from more competition. But it is questionable 
whether these benefits justify the replacement of the DM and the closing down 
of the Bundesbank. In any case, these positive effects are not comparable with 
those productivity gains which can be expected from the extension of the DM to 
East Germany. Especially for this reason, people have demonstrated for the 
introduction of the DM in East Germany, but until now no demonstrations have 
occurred in favor of the introduction of the ECU in Europe. 

In summary, for Germany it is rational to pursue a big leap strategy for the 
German Monetary Unification process and a gradual strategy for the European 
monetary integration process. The rapid establishment of the GMU has 
principally no effect on the efforts to extend the present European Monetary 
System to an EMU. 
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John Williamson 



Comments on: 

German Monetary Unification and Emopean Monetary Union: Theoretical 
Issues and Strategic Policy Problems 



One of the many novel issues which economists have confronted during the 
exciting months we have recently lived through is the question of German 
monetary unification. When this issue first arose in February, many of us had 
little idea of the appropriate theory to bring to bear and almost no knowledge of 
the pertinent magnitudes, so that initial guesses of an appropriate conversion 
rate between the ostmark and the deutschemark ranged ftom 3:1 to 12:1. 
Matters have now become a good deal clearer, and the paper of Dr. Willms is 
very helpful in setting out current understanding of relevant factors and 
magnitudes. 

There are basically two issues. One concerns liquidity effects: it seems that a 
conversion rate of 1:1 is likely to create some modest liquidity overhang, but 
that this wiU be manageable, especially if larger savings accounts are converted 
at the less generous rate of 2:1 and the new deutschemark balances are not all 
made available immediately. The second effect concerns factor prices, and 
especially the importance of ensuring that East German wages are not pitched so 
high as to destroy the incentive to produce and invest in East Germany. It now 
seems that both East German wages (measured at 1:1) and productivity are 
something of the order of 40 percent of the West German level, so that a 1:1 
conversion rate is not unreasonable, especially in view of the fact, emphasized 
by Dr. Willms, that a strategy of undervaluation so as to provide an incentive 
for investment is unlikely to be viable given the pressures for migration that it 
would produce. 

The other main theme taken up in the paper is the relative priority to be 
accorded to GMU and EMU. Dr. Willms introduces this subject by considering 
the battery of criteria that have emerged in the optimal currency area literature 
in order to pronounce on whether a particular monetary union is desirable or 
not. Of the four criteria that he mentions, two suggest that EMU is a better bet 
than GMU. I shall briefly review these four criteria. 
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1) Diversification. Willms argues that the Kenen criterion of diversification 
is better satisfied by the various West European economies with which the 
Federal Republic would be in partnership in EMU than it is by East 
Germany, and it would seem difficult to contest that assertion. 

2) Willms declares himself unable to decide whether the Vaubel criterion of 
real exchange rate stability is better satisfied by EMU or GMU. To my 
mind the question is misguided since real exchange rate variability is 
largely a consequence of the exchange rate regime rather than something 
exogenous which can determine which regime should be adopted. (If the 
criterion is interpreted as referring to whether there is a greater need for 
real exchange rate variability in order to support the adjustment process, I 
would endorse Willms agnosticism.) 

3) McKinnon's traditional criterion of opeimess is clearly satisfied better at 
the present time by the EMU countries than by Eastern Germany, although 
that may change in due course. 

4) Willms points to Mundell's original criterion of labor mobility and 
argues that this points towards GMU, since labor mobility between the two 
Germanies is "almost perfect." I interpret labor mobility as a situation 
where labor flows in both directions, and I am unaware of any tendency for 
labor to flow fi-om the West to the East. But perhaps more important is the 
fact that GMU was originally prompted by the hope of stemming the 
migration of East German workers to the West. It seems paradoxical in the 
extreme to argue that GMU is justified by the phenomoion that it is 
intended to prevent! 

Thus the optimum currency area literature suggests rather strongly that there is a 
better case for EMU than for GMU. Despite that, Dr. Willms urges immediate 
GMU and at best a gradualist strategy for achieving EMU. This paradox is 
explained by the fact that he has introduced a novel criterion for an optimal 
currency area on page 19 of his paper. This criterion can be stated very simply 
as: an optimum currency area is the largest area for which the Bundesbank can 
act as the central bank. 
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This is not an unreasonable criterion. The Bundesbank has done enormously 
wdl in the forty years of its existence. It has acted as a model which other 
central bankers are anxious to emulate, pursuing a monetary policy firm enough 
to restrain inflation without being so dogmatic as to undermine other important 
objectives of economic policy like maintaining a healthy traded-goods sector or 
limiting recessions. Public opinion poUs suggest that it is the most respected 
institution in the Federal Republic. (I am not a particular fan of German 
macroeconomic policy, inasmuch as Germany could have done with a tax cut 
for the past eight years or so, which was perpetually delayed with the promise 
that it would come into effect in 1990 — just whai the economy got to full 
employment and additional demands on it meant that a tax increase would have 
been more appropriate! But one cannot hold the Bundesbank responsible for the 
absurdities resulting from the German government's determination to be 
unKeynesian.) 

It would be dangerous to take it for granted that the Bundesbank will be 
managed with the same competence in the future that it has enjoyed up to now. 
But the success of. the Bundesbank dq)ends upon more than the quality of the 
individuals it has been fortunate to be led by. It depends also on its 
constitution, and in particular on its obligation to pursue price stability and the 
independence it enjoys in fulfilling that duty. 

One can in fact question the wisdom of central bank independence. In my ideal 
world both fiscal and monetary policy would be targeted jointly on a rate of 
nominal income growth calculated to strike a balance between the competing 
aims of reducing inflation to minimal levels (or holding it there) and permitting 
real growth of the economy (Williamson and Miller 1987). It seems to me that 
there is a real danger in telling the monetary authority that it should concern 
itself exclusively with controlling inflation, inasmuch as this implicitly tells the 
fiscal authority that its responsibility is to worry about growth rather than 
inflation. The predictable consequence of such an assignment is precisely the 
combination of high real interest rates and sloppy fiscal policies that the world 
has experienced for the past decade. 

Even though I worry about this point, I doubt very much that the best way of 
meeting the problem is to return central banks to being appendages of the 
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finance ministry on the British model. Experience has shown the need for an 
institution with an explicit mandate to defend price stability. The challenge will 
be to devise institutional mechanisms which give hope of a sensible fiscal- 
monetary mix without endangering the objective of price stability. 

So, despite the reservation, the Willms criterion for an qjtimum currency area 
seems acceptable. But does it really imply that EMU deserves to be delayed? 
The Bundesbank is the only conceivable model on which a Eurofed could be 
based at the present time, and its indepoidence will be inevitable if it is created 
before a strong political executive exists. Moreover, all Eur(q)ean c^tral 
bankers are presently thirsting to be able to emulate the indepradoice of the 
Bundesbank. Thus the Willms criterion seems to me to point towards early 
completion of ^lU. Germans who are also good Europeans should not want to 
keep the advantages of the Bundesbank to themselves. 
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Franco Reither 



LIBERALIZATION AND REGULATION IN THE PROCESS OF 
FINANCIAL MARKET INTEGRATION IN THE 
EUROPEAN COMMUNHY 



1. Introduction 

In 1986 the twelve member countries of the Eur(q>ean Community (EC) signed 
the "Single European Act" according to which the internal market should be 
established by the end of 1992. The plan is to have a maitet without internal 
frontiers allowing the free movement of goods, services, labor, and capital. As 
an essential component, the completion of the 1992 single marlmt program 
involves the realization of a genuine EC-wide common financial market. This 
paper is concerned with major achievements and shortcomings in the realization 
of the program to complete the so-called "financial dimension" of the internal 
market. It emphasizes the efforts towards the liberalization of capital 
movements and towards the creation of a new regulatory order for the 
community-wide supply of financial services as the two basic forces driving the 
process of financial market integration in the EC. 

2. The Historical Record 

The EEC Treaty of 1957 provides for the progressive abolishment of restrictions 
"on fi~eedom to provide SCTvices within the Community" (Art. 59) and of "all 
restrictions on the movement of capital belonging to persons resid^t in member 
states and any discrimination based on the nationality or on the place of 
residence of the parties or on the place where such capital is invested" (Art. 67). 
It also states that "the liberalization of banking and insurance services coimected 
with movements of capital shall be effected in stq> with the progressive 
liberalization of movement of capital". 

For more than 25 years after the EEC Treaty was signed, progress in financial 
integration was rather modest. While, in theory, the fundamental freedoms of 
financial activities laid down in the EEC Treaty of Rome have been able to be 
invoked by individuals and corporations since the end of the transitional period 
(i.e. from January 1, 1970), in practice their exercise has met with considerable 
obstacles. In fact, financial markets have remained effectively partitioned along 




164 



national lines. The establishment of branches in other member states is still 
subject to authorization and the gmeral supervisory and regulatory control of 
the host member state. The cross border provision of services has been 
rendered almost impossible by the existence of exchange control restrictions and 
various discriminatory fiscal provisions. The prior approval of the host member 
state has been obligatory for such a wide range of cross border financial 
activities that in many cases, establishment in that other member state has 
effectively been required. 

Circumstances started to change in 1983-84, by which time considerable 
progress has been made in correcting domestic and external imbalances in 
Community countries. Pressure for deregulation and integration was also 
created by financial innovation, the rapid development of international financial 
markets, and the decision of some Community countries to dismantle their 
foreign exchange controls, notably their complete elimination by the United 
Kingdom in 1979. It was in an effort to overcome the impasse reached, inter 
alia in the area of financial market liberalization, that the 1992 program was 
launched in 1985. 

In June 1985 the Commission presented to the European Council its White 
Paper on "Completing the Internal Market", which sets the ambitious objective 
of complete integration of financial markets by 1992 and concretely identifies 
the steps required to achieve it. A plan for the full liberalization of capital 
movements was also presented to the European Council. In addition, the 
approval of the European Single Act introduced in the EEC-Treaty decision- 
making on a majority basis for a broad range of Community matters, creating 
the conditions for speedier approval of legislation. The formulation of a 
comprehensive approach to the integration of financial marlets, the agreement 
on a final date for its realization, and the introduction of new procedures for 
Community decisions have created a momentum that was still unthinkable only 
a few years ago. 

In the Commission's approach, financial market integration involves the 
elimination of all restrictions on capital movements and full freedom for 
financial intermediaries to offer their services throughout the Community. It 
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entails the elimination of restrictions and discriminatory regulations and 
administrative practices concerning: 

1) the right of establishment and acquisition of participations by foreign 
institutions in domestic financial marlsts; 

2) permitted operation of foreign-controlled financial institutions; 

3) cross-border transactions in financial services. 

The first two items basically involve the freedom to supply services in EC 
national markets, the third, the freedom to move capital throughout the 
Community. 

As regards the liberalization of capital movements, capital market transactions 
and long-term commercial credit had already been liberalized by an amendment 
of the 1962 Directive approved in Novembw 1986. In October 1987 the 
Commission presented a draft directive providing for the liberalization of 
transactions in short-term securities, financial loans and credits, and of current 
and deposit account operations. The corresponding final Directive was passed 
by the Council on June 24, 1988. This Directive removing restrictions to 
capital movements can be said to underpin the entire financial services 
liberalization process. It entered into force on July 1, 1990. 

Turning to the freedom to supply financial services, the new approach relies on 
the essential tenets of 

1) minimum harmonization of prudential standards; 

2) mutual recognition of national laws, and 

3) home country control. 

The simplicity and flexibility of this approach has permitted rapid progress in 
the negotiations for the Second Banking Directive which was passed by the 
Council December 18, 1989. It shall enter into force January 1, 1993. 
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3. Liberalization and Regulation in the Conmiission's New Approach 

The Second Banking Directive deserves further consideraticHi since it can be 
said to represent the prototype for future additional stq>s towards financial 
market integration in the EC. For example, the recently presented (April 25, 
1990) draft Investment Services Capital Adequacy Directive is aimed to 
eliminate discriminatory treatments of non-bank financial traders compared with 
banks. 

However, prior to a detailed consideration of the Second Banking Directive, 
certain other ley legislation should be mentioned. As already pointed out, the 
Directive of June 24, 1988 removing restrictions to capital movements 
underpins the entire process of financial market int^ration. With certain 
transitional provisions being applicable to Greece, Ireland, Spain, and Portugal, 
this Directive entered into force on July 1, this year. It removed the remaining 
restrictions on transfers of capital within the Community, especially those 
applicable to short term capital movements. 

In the securities field, the most significant proposal was the draft Investment 
Services Directive of December 1988 concerning the regulation of non-bank 
financial institutions. 

In the banking sector narrowly defined, the reliance on the principle of home 
country control is made possible only by the simultaneous entry into force of 
measures ensuring a minimum degree of harmonization of prudential standards: 
the Own Funds Directive (passed by the Council in April 1989) and the 
Solvency Ratio Directive (passed December 18, 1989). Additionally, it seems 
likely that the Commission will seek to have its lecommoidations on large risk 
exposure and deposit guarantee schemes translated into binding texts. 

These measures taken together can be considered as representing the minimum 
fiamework necessary in order for the provisions of the Second Banking 
Directive to be effectively implemented. 
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The basic idea underlying the new approach goes back to the White Paper, 
where a number of principles to be followed are identified. A minimal 
harmonization of prudential rules and standards will have to be achieved before 
all restrictions to the firee supply of financial services can be lifted, to rasure the 
solvency and stability of financial institutions and equivalent standards of 
investor, dqwsitor and consumer protection. Based on mutual recognition of 
national laws, regulations, and market practices, full freedom in the su{q>ly of 
services will then be allowed. Home counti^ control will ajq>ly in that all 
activities of a bank or their financial intermediary are to be supervised by the 
authorities of the country of residence of its head office, while the authorities of 
the country where the service is sold will cmly play a complementary role. 

This ai^roach has the obvious advantage of simplifying the task for Community 
legislation, which is narrowed to the identification of a platform of common 
standards for the safeguard of the public good of financial stability. At the 
same time, it leaves considerable scope for accommodating different 
institutions, market practices, and prudential approaches. Perhaps the most 
important feature of this approach is that it will stimulate competition not only 
between private agents, but also between national institutions and regulatory 
frameworks. The exercise of regulatory and supervisory functions will be left 
with the national authorities that already perform them, and presently no attempt 
is made to set up supranational authorities at the Community level in tiiis field. 

The most significant feature of the Second Banking Directive is the effective 
institution of a single banking licence which is to be valid throughout the 
Community. In terms of the Directive, any bank validly established in one 
member state will be able to set up a branch or provide its services (without 
establishment) in any other member state under the proviso that it is so 
authorized to perform such activities in the home member state and that such 
activities are included in the list of qualifying activities contained in the annex 
of the Directive. 

This list has been drawn up on a broadly defined universal banking model and 
includes all forms of transactions in securities. There is also provision for the 
amendment and updating of activities in accordance with the "comitology" 
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procedure laid down in Article 22 of the Directive (and thus no amendment of 
the Directive itself is required). 

As a necessary concomitant to this single licence, Article 13 of the Directive 
lays down expressly that the home market state is to be responsible for the 
prudential supervision of its duly authorized banks. Dius, endowment capital 
for branches will no longer be required and any EC bank opening in another 
member state by way of establishment or the cross border provision of services 
will, in general terms, have to comply only with the regulation in force in its 
own country. 

Some home country control is without prejudice to the host state's residual 
powers of control over matters relating to liquidity and monetary policy. A 
furdier and extremely significant residual power of the host state concerns the 
mutual recognition of financial techniques. 

The liberalization conceived on the basis of the aforementioned principles has 
only been achieved by the inclusion of express provisions in the directive for 
specific measures of harmonization and prudential control. These involve 
notably 

- a minimum level for initial authorized capital; 

- control over shareholdings in banks, and 

- maximum levels of participations by banks in non-finandal institutions. 

Article 4 provides for a minimum initial capital of ECU 5 million. Member 
states are not precluded from insisting on a higher threshold for their own duly 
authorized banks, but a member state which seeks to impose a more stringent 
capital requirement will not be able to prevent the establishment in its territory 
of a branch of a foreign member state bank which applies simply the minimum 
ECU 5 million threshold. Consequently its banks could be placed at a 
competitive disadvantage in relation to such foreign member state banks 
operating there. This possibility of reverse discrimination is not contrary to 
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Community law, notwithstanding the potaitial distortions of competition that 
may be involved. 

It should also be mentioned that Article 4 provides for certain derogations from 
the initial capital limit (understood to involve local Banque Populaires and the 
like), with a minimum threshold of ECU 1 million being laid down. In 
addition. Article 10 provides for derogations from the requirement that own 
funds do not fall below the said initial capital thresholds. These derogations 
apply to those institutions in existence at the time of implementation of the 
Directive with such lower levels actually in force. Detailed rules are laid down 
concerning any change in control or ownership of such credit institutions 
benefittmg from this derogation. The benefit of the derogation is removed if a 
change of control does not involve a bank which is also beneficiary of the 
derogation. 

Article 11 governs the acquisition and disposal of "qualifying holdings" in credit 
institutions (10 per cent of the capital or the voting rights). There is a general 
obligation of notification for such acquisitions and disposals (direct or indirect) 
and trigger thresholds are laid down with respect to any proposed increases or 
reductions in the size of the holding (total of voting rights or capital equal, 
exceed or fall below 20 per cent, 33 per cent or 50 per cait). 

With respect to proposed acquisitions, the competent authorities (i.e., those of 
the home member state of the bank in question) may refuse any proposed 
acquisition with three months of notification of the same on the basis of a lack 
of suitability of the proposed shareholder, such suitability to be judged with 
respect to the requirements of the "sound and prudent management of the credit 
institution". 

There is a gena^ obligation on credit institutions to provide information with 
respect to any acquisitions or disposals triggering the above thresholds upon 
becoming aware of them. In addition, a report must be made by them at least 
once a year detailing all shareholders and members having qualifying holdings 
in the bank. 
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Any infringements of these provisions may involve various penalties and 
sanctions, including the suspension of the exercises of the voting rights attaching 
to the shares so held. 

Article 12 governs participations held by banks in non-financial institutions with 
the aim of ensuring that a bank's assets are not placed in risky investments. In 
essence, the maximum authorized thresholds for holdings in an individual 
company are limited to IS per cent, and in all non-financial companies to 60 per 
cent. Permissible exceptions concern tmnporary shareholdings in rescue, 
restructuring operations and other excesses in "exceptional circumstances". 
Additionally, there is the institution of a ten year "grace period" for those credit 
institutions having excess holdings at the time of implementation of the 
Directive. Finally, the above thresholds may be exceeded where the excess is 
100 per cent covered by own funds, but such own funds may not be included in 
the calculation of the solvency ratio. 

For the purposes of this paper it may be unnecessary to go further into the 
details of the Second Banking Directive (for a deeper discussion, see Key 1989). 
The elements mentioned so far can be seen as being representative for the 
transformation of the spirit of the new approach into concrete legislation stqrs. 
As should be noted, the driving forces towards financial integration cannot be 
simply characterized by "deregulation", but by a specific mixture of 
liberalization and the introduction of a new regulatory order. This will replace 
the old one which was governed by the idea of national egoism and 
protectionism. In contrast, the new regulatory order will seek a maximum 
degree of competition, not only between market participants, but also between 
the various institutional systems on the national level, and, at the same time, it 
tries to prevent excessive deregulation and to limit the risks of instability and 
distorted competition (Maseru 1989). However, the likely impact of the new 
approach underlying the Second Banking Directive is not free of problems, and 
recognition of its audacity and effectiveness should not lead to complacency 
about the issues that have to be tackled. In this respect, it seems appropriate to 
make a distinction between problems that are microeconomic in nature, and 
such of macroeconomic relevance. Both areas will be addressed, respectively, 
in the following two sections. 
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4. Likely Impact of the New Approach: Microeconomics 

As regards the microeconomic impact of the new approach, four sets of 
problems seem worth emphasizing. The first one relates to existing financial 
market structures, especially in continental Europe, and the resulting need of 
change (for Italy, see, for instance, RondelU 1987, for France Melitz 1990, for 
Spain, Vives 1990). The danger that the process of liberalization and integration 
will meet increasing resistance once its implications become fiilly a|q>arent 
cannot be ruled out. Secondly, the possibility of circumventing prudential 
requirements by simultaneous access to a multiplicity of r^ulatory frameworks 
will be increased. This could lead to a lowering of prudential standards. Third, 
the remaining application of home-country control may become a vehicle for 
introducing impediments to the free flow of capital. Finally, specific problems 
may be posed by the attitude that the Commission has taken to the free supply 
of services on the one hand, and, on the other, to the liberalization of capital 
movements. As it will be shown below, the Commission's attitude will create 
problems of consistency. Similar difficulties will arise as a consequoice of 
going ahead with liberalization before tax structures have been harmonized (see 
also Grilli 1989). In what follows, a closer look is taten at these issue areas. 

As regards existing financial market structures in Europe, with the exception of 
the British system, the actual situation is still very different from the fuUy 
integrated "European Financial Area" envisaged by the internal martet 
program. In the main, financial markets are characterized by a dominant role of 
banking institutions. Capital markets, instead, are rather less developed and 
still remain, moreover, v^ much confined to national opoators. The 
operations the various agents can perform are still limited by a variety of de jure 
or de facto restrictions. This institutional framework, together with the low 
degree of cross-border competition in financial services, enters as a main 
determinant of the decision-making of optimizing agents at the microeconomic 
level. As regards the location, the degree of concentration and specialization of 
the financial services industry, the present state has to be seen as the outcome of 
these manyfold decisions on the microeconomic level. In theoretical terms, the 
present structure of financial markets may be characterized appropriately by the 
paradigm of "credit rationing", at least to some extent (Dombusch 1989). 
There is little doubt as to the implications of removing restrictions on capital 
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mobility and eliminating existing baiiiers on die international trade in financial 
services. In anticipation of the coming changes in the institutional environment, 
some adjustments are already underway in various countries, and it can be 
expected that the pace of change will accelerate considerably. Since, with the 
sole excqition of London, in the main, European financial markets have not 
shared in the innovation process taking place in international markets, the 
direction of change to be expected may be inferred by the broad tendencies 
already observed in this process. 

Evidence of these changes is provided in the emergraice of internationalization 
and globalization in financial markets. There has been a marked tendency 
towards concentration and universalization in the supply of financial services. 
Securitization has beoi an associated major trend. In many countries, structural 
deregulation by the authorities have accelerated these broader structural 
changes, intensifying competition and technology. In terms of the classification 
given by Gardener (1988), the EC is expected to witness three types of 
"structural diffusion": market structural diffusion, global structural diffusion, 
and institutional structural diffusion. Market structural difiiision means that 
traditional barriers between money and capital markets are blurring in many 
areas of credit intermediation. Defining a neatly segmented banking or financial 
market will become more difficult. This process will be compounded by the 
emergence of the second dimension, global structural diffusion. This refers to 
the prospect that many important financial markets will be no longer separated 
by national boundaries. Finally, traditional lines of demarcation between the 
business conducted by different financial institutions can be expected to be 
eroded; institutional structural diffusion refers to the phenomenon of institutions 
moving into new lines of business. 

As a consequence of these future developments, still existing elemrats of credit 
rationing will be eroded or de facto eliminated. This will mean that the degree 
of efficiency in the allocation of savings as well as in the financing of 
investment will be raised. Equivalently, the power of governments to crowd out 
business investment and consumer spending via credit rationing instruments will 
be weakened considerably. Up to a certain point, the efficiency gains through 
financial integration will be paid by governments with large deficits: the job of 
raising funds for the financing of the deficits will clearly become harder. But 




173 



this effect also constitutes a danger for the process of liboalization and 
integration itself: the possibility that it Avill meet increasing resistance once its 
implications become fully apparent and mate themselves felt, cannot be ruled 
out. 

Additionally, beyond a certain point - which, unfortunately, cannot be defined 
exactly a priori -, a higher degree of competition and of efficiency begins to be 
traded for stability in financial markets (Baltensperger and Deimine 1987). 
Therefore, the task is not to ask for maximum deregulation, but to find the 
optimum degree of regulation. It must be recognized that up to some extent, 
traditional functional barriers also had the role of reducing and separating 
financial risks. The system of checks and balances in different countries also 
provided safeguards against excessive risk taking, conflicts of interest, and 
market manipulation, and contributed to overall financial stability. This aU may 
now have to undergo thorough revision. As regards prudential regulations, the 
attitude of continental Europe national authorities to changes has mostly been 
one of piecemeal, gradual adaptation of existing structures. Great weight has 
still been assigned to the preservation of national traditions and practices. The 
Commission has up to now not tried to sort out systematically this multiplicity 
of approaches, institutions, and national traditions. It has not taken explicit 
position either on the desirable direction of the developments or on the potential 
problems that may arise in the future. The absence of a clear concept towards 
optimal regulation implies that the possibility cannot be ruled out that strains 
will develop within national financial systems, given the specific fragility of this 
sector. One will not be prepared to go so far as an anonymous writer in the 
International Currency Review (1990) who stated: "There is now every prospect 
the European Commission's frantic effort to cobble together a 'unified' financial 
market by the end of 1992 will turn out to be a prelude to an Europe-wide 
financial disturbance, with global ramifications.” But the need for a 
comprehensive approach towards an optimal trade-off of stability against 
efficiency cannot be denied. 

A second, strongly related, but distinct area of concern is that of preserving 
adequate standards of investor, saver and consumer protection as the objective 
of the supervisory framework. In this respect, the Commission' s approach is 
clearly a mix of liberalization and regulation. The regulation component consists 
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in that a minimum hannonization set of supervisory rules is imposed on all 
member countries. The main body of the minimum harmonization set 
corresponds to the framework proposed by the Basle Committee on Banking 
Regulation and Supervisory Practices regarding bank capital standards. The 
adoption of this framework implies a series of measures which in part are 
implemented in the Second Banking Directive, and in part are the subject of 
accompanying Directives, as already mentioned above. 

Like quality standards in the goods marlst, minimum harmonization of the 
supervisory framework acts as a barrier to entry to the market. Given the 
present state of supervisory standards at the national level in Europe, for some 
countries the proposed minimum level may mean stronger regulation, for others 
it may mean less regulation, if adopted. At this point, the liberalization 
component of the Commission' s approach will be set in motion, as designed by 
the principle of home country control and mutual recognition: In the same 
market, institutions will supply services and compete under different conditions 
of supervisory rules. What will be the outcome in terms of investor, saver and 
consumer protection? Under such circumstances, there remains scope for 
competitive imbalances in favor of the institutions under less supervisory 
regulation. The simultaneous access to a multiplicity of supervisory frameworks 
will increase the possibility of circumventing prudential requirements. The 
opening of financial markets can lead to a dangerous lowering of prudential 
standards as a direct consequence of the competition between supervisory 
approaches, because national authorities may seek to avoid losing financial 
business to countries with more laxity of supervisory standards. However, there 
are also strong argumoits against this fear. Especially, the expectation can be 
put forward that "the market may place value on national standards that are 
more stringent than those required by EC directives (Key 1989). 

A further problem relates to the general allowance made, in the Commission's 
approach, for administrative controls maintained for monetary policy and 
prudential objectives. This will de facto entail host-country control on a number 
of important aspects of intermediaries' operations. Domestic rules and 
administrative provisions may become a vehicle for introducing in disguise 
impediments for the free flow of capital (Grilli 1989). Additionally, in certain 
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areas intermediaries may be confronted with both home and host-countries 
regulatory requirements. 

Finally, problems may be posed by the different attitude that the Commission 
has taken, on the one hand, to the free supply of services - where minimal 
harmonization is a precondition to the application of mutual recognition of 
national rules (starting January 1, 1993) - and, on the other, to the liberalization 
of capital movements to be realized - with no precondition - by July 1, 1990. In 
reality, we are dealing with the two sides of the same coin, the supply of, on the 
one hand, and the demand for financial services on the other. As a result of 
capital liberalization, all Community residents will gain immediate access to 
foreign markets on the basis of their regulatory frameworks. In a sense, the 
principle of mutual recognition will immediately apply to those purchasing 
financial services abroad. Therefore, it can be expected that the needs and 
concerns underlying the build-up of the minimal platform of common rules will 
be forestalled by immediate capital liberalization. A similar difficulty may arise 
in connection with the decision to go ahead with liberalization before tax 
structures have been harmonized. This decision is due to the difficulties 
encountered in making progress in this field rather than to a belief that the 
matter is one of minor importance. Increased tax evasion and a tendency for 
financial activities to move to less heavily taxed systems are likely results. 
Presumably, the evidence of such developments will increase pressure for the 
harmonization of tax structure (Grilli 1989). 

5. Likely Impact of the New Approadi: Macroeconomics 

Financial market integration will have a strong impact on the conduct of 
macroeconomic policies. With open frontiers for capital flows and financial 
services, very little room will be left for the pursuit of pure national goals by 
monetary or fiscal policy. Even if, in the initial stage, different currencies are 
maintained, financial integration will not only create the "European Financial 
Area", but simultaneously also a unified "European Monetary Area". In 
theoretical terms, this will mean that the degree of substitutability between 
assets dominated in different currencies will rise, and sustainable interest rate 
divergences will be squeezed to the amount imposed by the expectations of 
future exchange rate changes. Still existing impediments like transactions costs 
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or transfer risks will be considerably lower, allowing the linking forces of 
arbitrage and speculation to work with very much more power and ^leed in 
eliminating profit opportunities and in equalizing intm^t rates and prices for 
tradables (including the prices for financial services and forward contracts). 

As regards monetary policy, the need for abandoning the piue national 
orientation implies that, at the Community level, a coordination scheme has to 
be set up for the steering of the Europe-wide money supply. In tius req)ect, the 
present functioning of the European Mcmetary System is a good example for 
such a coordination scheme. In contrast to the first years of its existence, the 
recent eiqierience shows that now, even traditional weak currency countries are 
prepared to accq>t the exdiange rate constraint and the leading role of the 
German central bank. In fact, since the last general realignment in spring 1987, 
there has been no adjustment of the exchange rates among EMS members who 
participate in the exchange rate mechanism, with the only exception given by 
Italy; it devaluated slightly the Lira in January 1990, simultaneously with the 
shift to the adcqjtion of the narrow spread of 2.25% around the parity exchange 
rate (Great Britain, Portugal, and Greece still do not participate in the exchange 
rate mechaiusm). The result of this new attitude of European cratral banks 
towards the Deutsche Mark is that traditional weak currency countries defend 
the official exchange rate by appropriate monetary policy, i.e. high interest rates 
and a moderate expansion of the money supply. In so doing, the anti- 
inflationary stance of German monetary policy is dissipated through the whole 
area of the EMS. To call this situation one of "German dominance” misses the 
point completely. Instead, what "dominates" is price stability as the primary 
objective of monetary policy. In this sense, even the German monetary policy 
is "dominated" by this objective. Liberalization of capital movemoits as of July 
1, this year, has already strengthened the exchange rate constraint on national 
monetary policy. Further progress in opening up financial markets will 
strengthmi it additionally. 

However, accepting the leading role of the German currency and fixing 
exchange rates is not the only thinkable coordination scheme. Admittedly, it is 
the most efficient and simple one if price stability is the primary objective, and 
if the Deutsche Bundesbank remains successful in this respect. But at the same 
time, it s the hardest one for other economic areas, especially for public 




177 



finance. Therefoie, it is not suipiising that alternative ^roaches to monetary 
coordination have been developed, especially in the discussion about currency 
unification in Europe. Hie Delors Report, for example, calls for institutional 
coordination of national monetary policies as the main innovation of "stage two" 
of the three-stages approach to the creation of a European Central Bank. 
Institutional coordination will mean that national monetary policies will be 
defined on the basis of some common agreem^t between the member central 
banks. This will imply, first, that the autonomy of the Bundesbank in defending 
price stability will be weakened. And, secondly, the various national monetary 
policies will, if defined by common agreement, only by chance be consistent 
with market opinions at the given exchange rates. This fundamental 
inconsistency will necessarily destabilize the EMS. 

In feet, if price stability is accepted as the primary goal of monetary policy, a 
system of fixed exchange rates needs one currency which bears the 
responsibility for this goal as the nominal anchor. Then, the job of coordinating 
the money supply in the otiiCT currencies will be done by the markets. There is 
no degree of freedom for additional criteria for mcmetary policies. The only 
alternative which will be compatible with price stability and fiee capital flows is 
that of a currency union, with one common currency rq>lacing national motues, 
and establishing a European Central Bank with constitutional features like the 
Bundesbank, and with the legal commitment to the goal of price stability. 

With fixed exchange rates, financial market integration implies serious 
consequences for fiscal policy. Especially, the new environment will impose 
strong limitations to the possibility of raising funds for the financing of large 
budget deficits. First, as already noted, existing schemes of credit rationing 
will be eroded, if not eliminated completely. Second, if monetary policy 
coordination is successful in realizing a low inflation level, the importance of 
seignorage as a source of deficit financing will vaitish. Third, arbitrage in 
financial markets will create pressure to eliminate still existing high differences 
in reserve requirements for banks. Not by chance, required reserve ratios are 
especially high in countries with large budget deficits, and, additionally, the 
currencies of these countries are numbered among the weakest ones, 
traditionally. The worst examples for configurations of this type are given by 
Italy and Greece (this can best be seen by the fact that, in the process of 
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ongoing fiscal convergence in Europe, only these two countries failed to 
eliminate their primary budget deficit, until now (see Dombusch 1989). 
Elimination of the various sources of monetary financing, and the need to pay 
competitive market interest rates for their government debt will create serious 
problems for fiscal authorities in these countries. Substantial fiscal corrections 
will become necessary in order to reduce the deficit. But, as regards tax 
revenues, it seems highly questionable whether improvements can be expected, 
realistically (see Giavazzi 1989). Under these circumstances, the only way to 
the solution of the problem seems to consist of heavy expenditure cuts. The 
hypothetical alternative, the installment of a Community-wide fiscal transfer 
system, will presumably not be consistent with national political sovereignty (as 
indicated by recent experience with German unification), in the long run. 

6. Conclusions 

The Commission has developed an ambitious project for financial market 
integration in the EC. Its approach is largely based on the notion of creating 
dynamic disequilibria that will force action by markets and official authorities. 
Of course, the latter have major responsibilities to ensure that the process of 
integration being set in motion is governed and does not develop in a disorderly 
or distorted manner, both as regards the effects of increased competition on 
financial markets stability and the adaptation of regulatory frameworks. There 
is no doubt that simultaneous progress in all the areas involved - liberalization, 
harmonization of regulatory, prudential and tax systems - is essential for this 
project to succeed. At the macroeconomic level, financial market integration 
will bring about a higher degree of monetary interdependence. This, in turn, 
will call for an appropriate coordination scheme for national monetary policies, 
as long as a currency unification will not be realized. The scheme of hardening 
the EMS around the Deutsche Mark will remain a successful way to higher 
monetary convergence at a low inflation level. But it also requires heavy 
adjustments towards additional convergence in other areas, especially in fiscal 
policies. 
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Sydney!. Key* 

Comments on; 

Liberalization and Regulation in the Process of Financial Market Integration in 

the European Community 

I would like to comment on one of the issues that Dr. Reither has raised about 
the possible impact of the EC program for financial services. Certainly, as he 
suggests, one could reasonably be concerned that mutual recognition and home- 
country control will lead to a lowering of prudential standards. But it seems to 
me that there are a number of reasons why this is unlikely to happen, or should 
it begin to happen, would be only a transitory phenomenon. To put these 
reasons in perspective, I would like to begin with a few remarks . about the 
concept of mutual recognition and the way in which it is being used in the 
European Community. 

A generally accepted principle for international trade in financial services is 
national treatment, which seeks to ensure equality of competitive opportunity 
for foreign firms entering or operating in a host country.^ If the European 
Community had adopted national treatment as an approach to financial 
integration, the result would have been a level playing field for foreign and 
domestic institutions within each national market. But, even though each 
country's rules would have been applied on a nondiscriminatory basis, twelve 
separate, autonomous jurisdictions with different rules in each would have still 
existed. National treatment removes barriers to the provision of services that 
discriminate between domestic and foreign firms, but it does not address the 
problem of nondiscriminatory barriers. In other word, national treatment does 
not deal with the problem of barriers created by nondiscriminatory differences 
in national rules — such as differences in permissible activities for banks or 
differences in the types of products that may be offered. 

In creating an internal market for financial services, the European Community is 
trying to deal with the problem of nondiscriminatory barriers. The EC's initial 
approach, which was originally used with regard to products, involved complete 
harmonization of national rules. This was abandoned as involving too much 
detailed legislation at the Community level and as totally impractical to achieve 
within any reasonable time period. 
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The Community's solution was to adopt the approach of mutual recognition. 
This approach requires each government to recognize the validity of laws, 
regulations, and administrative practices of other member states and precludes 
using differences in national rules to restrict access. Mutual recognition cannot, 
of course, simply be decreed among a group of countries with widely divergent 
legal systems, statutory provisions, and regulatory and supervisory practices. 
Mutual recognition of rules that differ with respect to essential characteristics 
would be politically unacceptable. As a result, a crucial aspect of mutual 
recognition is the harmonization of essential rules. In the financial sector, the 
process of harmonization involves identifying rules fiiat are essential for 
ensuring the safety and soundness of financial institutions and the rules that are 
essential for the protection of depositors, other consumers of financial services, 
and investors. It also involves determining how detailed the harmonization of 
these rules must be. 

The EC approach of mutual recognition could result, at least in the short run, in 
competitive inequalities and fragmentation of markets. However, the 
Community expects that over the longer run mutual recognition, in combination 
with market forces, will lead to a more unified regulatory structure. The process 
is interactive: Mutual recognition requires initial harmonization, and additional 
harmonization results from mutual recognition. In adopting the approach of 
mutual recognition in the financial area, the Community is in effect using trade 
in financial services to speed convergence of the regulatory policies of the 
member states. This is a deliberate overall strategy, which has been accepted by 
the national governments. 

Besides leading to a regulatory convergence that would liberalize rules such as 
those relating to bank powers, market pressures could lead to competition in 
laxity among supervisory authorities, one of the concerns raised in Dr. Reither's 
paper. Such competition could occur either with regard to standards that have 
not been harmonized or that have been harmonized only in general terms or 
with regard to the enforcement of agreed-upon standards. Moreover, even 
though governments are usually permitted to impose or maintain standards 
stricter than the minimums set forth in EC directives, market pressures could 
prevent them from doing so. 
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One could argue that no major problems will arise with regard to competition in 
laxity because the scope of harmonization is sufficiently broad and because the 
minimum standards that the Community has adopted are sufficiently high. But 
even if this were not the case, I think there are additional factors that merit 
consideration. 

1. Political agreement on goals. First, within the Community, there is political 
agreement on goals for regulatory convergence, something that is absent in 
discussions or negotiations in international trade in financial services beyond the 
Community. Such agreement involves what I believe is a crucial element: a 
consensus on where to draw the line between liberalization of restrictive 
structures, on the one hand, and laxity in regulatory and supervisory 
fiameworks, on the other. Within the Community, there is at least theoretical 
agreement among the member states on the distinction between national rules 
that have primarily the effect of imposing barriers to trade in services and 
national rules that are necessary for prudential purposes or for consumer 
protection. 

For example, a consensus exists within the Community that permitting all forms 
of securities activities to be conducted at a bank or its subsidiary is a positive, 
liberalizing measure. Banks permitted by their home country to engage in any 
of the activities listed in the Second Banking Directive are specifically permitted 
to engage in such activities anywhere in the Community through a branch or 
through cross-border provision of services. The Community has not required 
governments to give their banks the powers on the Mst, but it has created a 
situation in which regulatory convergence toward the EC list of activities as a 
result of market forces seems almost inevitable. Other areas, particularly if the 
model for convergence has not been specified in advance, could be more 
complicated. 

2. Coordination among national supervisors. A second, related consideration, 
is the informal coordination among the supervisory authorities of the member 
states. Both within and beyond the European Community, the increasing 
internationalization of financial services and markets has necessitated and 
facilitated greater international cooperation and coordination with regard to 
supervision and regulation. The application of any principle for treatment of 
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foreign banking organizations operating in a host country — whether it is 
national treatment or mutual recognition — will be facilitated by the informal 
network of relationships among national supervisory authorities. 

Under the approach of mutual recognition being used within the European 
Community, the role of the banking authorities is particularly important. 
Mutual recognition and home-country control require at a minimum that the 
supervisors of other member states be recognized as capable. In addition, for 
mutual recognition and home-country control to be acceptable in practice, there 
will have to be sufficient harmonization of supervisory procedures and practices 
beyond the general guidelines set forth for national laws or regulations in EC 
directives. Thus, cooperation and coordination among national authorities will 
be essential in defining and implementing a reasonable and generally accepted 
line between home- and host-country control. As part of a longstanding 
tradition of such contacts, EC bank supervisors meet formally in a Groupe de 
Contact. One aspect of their current work involves reaching agreement on how 
the provisions of EC directives regarding home- and host-country 
responsibilities should be implemented by national governments. 

3. Market discipline. A third consideration involves market discipline. For 
example, it is possible that the market might place a value on national standards 
that are more stringent than those required by EC directives. In this regard, it 
is important to keep in mind that governments are the parties who are obligated 
to accord mutual recognition to differing national standards that have not been 
harmonized. Private firms and individuals are under no such obligation. 
Indeed, in a more competitive marketplace, firms and individuals may have 
even greater scope to exercise their preferences. Customers might consider a 
strictly regulated bank or securities firm of one member state to be preferable to 
institutions authorized and supervised by authorities of another member state 
even though the latter institutions might offer a price advantage. This assumes, 
of course, that firms and individuals are adequately informed about different 
standards of regulation and that such information is reflected in their market 
behavior. 

4. Ease of adjustment. A fourth consideration involves the ease with which 
changes can be made in the rules governing financial services in the European 
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Community. If the Community has underestimated the amount of initial 
harmonization that is needed, in the financial sector it is probably easier than in 
other sectors to make corrections. One reason, apart from the EC program, is 
the ongoing internationalization of financial services and markets. This has 
already led to cooperation among the major industrial countries with regard to 
bank supervision and to agreement on basic harmonization of national 
regulations with regard to bank capital. These accords have been negotiated 
under the auspices of the Committee on Banking Regulations and Supervisory 
Practices of the Bank for International Settlements (BIS), a committee that was 
established in 1974. Thus a commitment to establish and enforce adequate 
prudential standards exists among banking regulators both inside and outside the 
Community. 

Another reason that ease of adjustment may be easier in the financial sector is 
that the rules apply primarily to the producers of financial services. By contrast, 
in the product sector, standards apply to the products themselves. Partly because 
of the intangible nature of the service being provided, the financial sector can 
adapt quickly to changes in the regulatory or market environment. As a result, 
if market forces do not produce further harmonization or if it appears that the 
harmonization of minimum standards is not adequate in scope or specific 
enough in detail, it can probably be accomplished at a later stage without major 
dislocations. However, because of the substantial public policy interests 
involving macroeconomic policy, safety and soundness, and stability of markets 
that are inherent in the financial sector in addition to consumer protection, a 
greater degree of harmonization than is necessary in the nonfinattcial sector may 
be required to make mutual recognition and home-country control acceptable to 
the member states. 

The element of harmonization in the EC program contrasts significantly with the 
work taking place on trade in financial services in the Uruguay Round 
negotiations within the General Agreement on Tariffs and Trade (GATT) and in 
the Organisation for Economic Co-operation and Development (OECD). In 
these fora, efforts are directed toward removing barriers to trade but without 
any harmonization of standards. As I have already mentioned, the 
harmonization that has taken place beyond the Community has been under the 
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auspices of the BIS, where the 1988 Basle risk-based capital framework was 
negotiated. 

5. Possibility of a centralized supervisory function. Fifth, at a conference 
devoted primarily to economic and monetary union it seems appropriate to point 
out the possibility of having a supervisory function in a European Central Bank. 
The Delors Report suggested that a European Central Bank would participate in 
the coordination of banking supervisory policies of the member states. Of 
course, if the Community were to adopt a system like that of the United States, 
there would be an overlay of federal and state regulators, who might not always 
be in agreement. For example, even within the United States, federal and state 
regulators do not always agree on permissible activities for banks. 

One could imagine that the supervisory role of a European Central Bank might 
include matters such as licensing requirements, application of supervisory 
standards, issues of consolidated supervision of banks operating throughout the 
Community, and even deposit insurance, an area in which the EC is just 
beginning work on a directive incorporating the principle of home-country 
control. It seems likely, however, that the EC financial sector program will be 
in place before a central bank has been established. But, in the longer run, a 
supervisory role for the central bank could provide a much more formal, 
legalistic basis for the work now carried out in the Groupe de Contact and a 
potential forum for any additional harmonization or correction of course that 
might be necessary. 

6. Supranational structure of the Community. The final point that I want to 
emphasize is the supranational structure of the European Community, even 
without a European Central Bank. The use of mutual recognition within the 
Community must be viewed in the context of a political movement to liberalize 
the economic relationships among a group of countries. The European 
Community is using mutual recognition in an environment of substantial 
coordination and common obligations established through a supranational 
structure to which the member states have already transferred a significant 
degree of sovereignty. This is a unique feature, not present in other kinds of 
international economic or financial agreements, and is one of the reasons that 
developments in the Community are so interesting. 
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Peter Bofinger 



PROBLEMS OF EUROPEAN MONETARY POLICY COORDINATION 
IN THE TRANSITION PHASE 



1. Introduction 

With the Strasbourg Summit of December 8/9, 1989, the process of monetary 
and economic integration in Europe, which had been already quite impressive, 
has gained additional momentum. Before the end of 1990, the President of the 
European Council will convene an intergovernmental conference which will be 
charged with the task of preparing an amendment of the treaty with a view to 
the final stages of EMU. 



These bold political activities which are furthered by the rapid economic and 
political transformation in East Europe contrast with a growing awareness that 
the integration process as well as the final stage of an EMU pose rather complex 
conceptual and procedural problems, which have not been dealt with adequately 
in the blueprint laid down in the Delors Comnuttee Rq)ort. Its evident flaws 
prompted not a few economists to an outright refusal of the whole integration 
strategy (Currie 1989, Vaubel 1989). This radical position prefers a competition 
of European currencies rather than any transfer of responsibilities on the 
Community level. 

The following paper adopts a different procedure. It accepts the overall 
approach of the Delors Committee Report, especially its stepwise procedure and 
its final target of a federative European System of Central Banks (ESCB). It 
analyses the blueprint developed in the Report and related papers under the 
criterion of price level stability in the European currency area and the criterion 
of EMS stability in situations of speculative attacks. It tries to identify 
inconsistencies in the outline of the Report and provides some tentative 
solutions. As the Report has been presented and analyzed in many publications, 
the paper concentrates on problems of monetary coordination in the transition 
phase to EMU without giving a comprehensive description of its contents. 




188 



2. Open Questions in Stage One 

Although stage one of the enhanced integration process is scheduled to start on 
July 1, 1990, it is not quite clear and until now not even a matter of intensive 
academic or political discussion 

- whether stage one will be economically different from the Status quo 
characterized by the EMS and the nominal anchor of the Bundesbank's 
monetary policy (Bofinger 1989a), 

- how the Committee of Central Bank Governors will coordinate national 
monetary policies, above all which conceptual framework will underlie its 
decisions, 

- how the interrelationship between the indirect coordination of the EMS and 
the direct coordination effected by the Committee will be structured, 

- how the stability of the EMS can be safeguarded in situations of speculative 
attacks after the abolition of capital controls and with a possible membership 
of the Pound Sterling in the system's exchange rate mechanism (ERM), and 

- if it is advisable to perpetuate the competition of national curreiwies prevailing 
in this stage and to renounce on stages n and m, a strategy which is suggested 
by the alternative proposal of the British Treasury (1989). 

2.1 Does Stage One Make a Difference? 

Besides the liberalization of short-term capital movements in Europe, stage one 
will mainly result in an enhanced direct coordination of monetary policies. 
According to the Delors Committee Report, stage one should "gradually bring 
about a change from ex post analysis to an ex ante approach to monetary policy 
cooperation".^ This task is complicated by the fact that a transfer of national 
competencies as well as institutional steps are not envisaged in this stage as this 
would require a ratification by national parliaments (article 102a of the EEC 
treaty). 




189 



The new mandate for the Committee of Governors^, which does not 
fundamentally differ from the previous mandate decide! upon in 1964, reflects 
this restriction. Nevertheless, the role of the Committee will be strengthened 
after July 1, 1990, not only by the establishment of a permanent research staff 
and three sub-committees and by a lengthening of its chairman's term from six 
months to three years, but above all by a specific sanction, which has been 
widely overlooked in the present debate: With stage one, the chairman of the 
Committee is entitled to make the outcome of its deliberations public. This gives 
the Committee the power to sanction individual countries by destroying their 
reputation^ as a reliable partner in international agreements and/or as a country 
committed to the target of price stability. The sanction will be most efficient if 
it is imposed on countries following a too expansionary stance of monetary 
policy. The threat of a public declaration by the Committee reducing or 
destroying the credibility of a central bank's policy will be a very strong 
disincentive for national policymakers, especially as the sanction can lead to a 
loss of exchange reserves if market participants expect a devaluation after a 
negative assessment of a central bank's policy by the Committee. The 
Committee can also apply its sanction vis-a-vis a country pursuing a too 
restrictive policy stance. In this case, the negative reputational effects are not 
accompanied by the disciplining mechanism of the reserve constraint. 

Although it is very difficult to forecast how the Committee will use this new 
sanction, it seems likely that its role in the process of monetary coordination 
wiU be considerably strengthened. This raises the question of the Comnuttee's 
coordination concept and of the interplay between this coordination mechanism 
with the indirect coordination exerted by the EMS. 

2.2 What Kind of Coordination? 

From a theoretical standpoint, the design of a new framework for monetary 
policy coordination in Europe should start with the clarification of a conceptual 
basis determining the "rules of the game". After an agreement on such 
principles, the main task of a coordinating institution like the Committee of 
Governors would be to assess national policies, to identify divergences from the 
rules and to determine which measures are necessary to correct evident 
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disturbances. Seen from this perspective, the Committee would act as an 
arbitrator in the field of European monetary policies. 

Unfortunately, neither the Delors Committee Report nor the new mandate for 
the Committee give a concrete description of the conceptual framework for the 
coordination of national monetary policies in stages one and two. Although the 
Report realized the necessity to "define common surveillance indicators, 
propose harmonized objectives and instruments" (para. 52), it assigned this task 
to a monetary policy committee which is to be set up after the inception of stage 
one. 

For the time being, the only guideline for the Committee's coordination exercise 
can be found in its new mandate^, which stipulates that the governors have 

to promote the coordination of monetary policies of the member 
states with the aim of achieving price stability as a necessary 
condition for the proper functioning of the European Monetary 
System and the realization of its objective of monetary stability. 

This important definition of the aggregate final target of the coordination 
process leaves open, however, which indicator has to be used to measure "price 
stability" and which intermediate targets have to be pursued at the national 
level. Because of 

- conflicting national sterilization policies within the EMS, 

- diverging intervention strategies of member central banks vis-a-vis third 
currencies, and 

- the general problem of rather long lags between monetary policy actions and 
their impact on the price level^, 

there is no doubt that a target of domestic price stability for each country would 
not suffice as a guideline for the assessment of national monetary policies (see 
also Gros and Thygesen 1989, p. 45). The same applies to a proposal of 
Thygesen (1989, p. 161) who suggests the "rate of increase of some measure of 
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nominal income for each participating country” as the main target of national 
monetary policy.^ This indicator has the additional disadvantage that it blurs the 
assignment between monetary and fiscal policy and calls for a discretionary 
monetary policy reaction in periods of recession which might be difficult to 
reconcile with the target of price stability. 

Thus, when the Committee will start to operate as enhanced arbitrator of 
Europe's monetary policies on July 1, 1990, it will be faced with the difficult 
situation that the precise "rules of the game" have not been defined in advance 
and are not known to the participants. This will require ad hoc decisions of the 
Committee's members on the general orientation of monetary policy in Europe 
and its implementation at the national level whenever a conflict arises. Thus, the 
advantages of economies of scale that can be realized with an international 
regime will not materialize in stage one. Keohane (1984, p. 90) puts these as 
follows: 

(...) establishing the rules and principles at the outset makes it 
unnecessary to renegotiate them each time a specific question 
arises. International regimes thus allow governments to take 
advantage of potential economies of scale. Once a regime has 
been established, the marginal cost of dealing with each 
additional issue will be lower than it would be without a regime. 

The lack of a prespecified coordination concept does not only impair the internal 

efficiency of the Committee's actions^, it can also reduce its credibility in the 

eyes of private market participants. As the model of Barro and Gordon (1983) 

shows, the large discretion that will be granted to the members of the 

Committee could generate higher price expectations than imder the present 

regime. In this case, the Committee has the negative options of either validating 

these expectations by an inflationary monetary policy or of establishing a good 

reputation over time by sticking to its target of price stability thus temporarily 

accepting negative output effects. In the absence of any concrete rule for 

European monetary policy coordination, at least in the first years of stage one, 

the outcome of relatively high price expectations is not unlikely as almost all 

members of the Committee are dependent from instructions by their national 

Q 

governments. ° 

These theoretical findings suggest that it would be very important for the 
Committee to commit itself already firom the begirming to an easily observable 
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rule. As the experience with the Bundesbank's monetary targeting since 1975 
demonstrates, such a rule must not be imposed on the central bank by law or by 
an external institution and must not be followed slavishly. In the context of 
central bank credibility, the most important element of a self-imposed rule^ is 
the possibility to verify the central bank's decisions and the onus of proof a 
monetary institution is willing to bear if it considerably deviates from the 
targeted value. 

How can such a rule be devised for European monetary policy? The most 
comprehensive concept for the coordination of monetary policies in a fixed rate 
system is McKinnon's (1988) proposal for a targeting of the domestic component 
(DC) of a central bank's monetary base.^® It is equivalent with a rule which 
prohibits the sterilization of foreign exchange market interventions. This 
fiamework would provide a clear yardstick for the evaluation of national 
monetary policies. It would require the ex ante definition of non-inflationary 
DC target values for each central bank, which could serve as objective 
indicators for the surveillance of national monetary policies by the Committee of 
Governors. These rather simple "rules of the game" are only practical, 
however, if the aggregate demand for money in the European currency area is 
stable (Spinelli 1983). This important issue has not yet been tested empirically. 

An alternative solution for the common management of monetary policies in a 
fixed rate environment was developed by Brunner (1984). He proposes a policy 
of monetary targeting in a center country and a strict pegging of exchange rates 
by the n-1 countries. In stage one, this would call for a continuation of the 
Bundesbank's anchor role with an enhanced monitoring of the Bundesbank's 
policy by the Committee of Governors. Again the "rules" could be defined 
rather easily: The Bundesbank has to target its money stock M3 in a non- 
inflationary way. The sanction of a public declaration by the Committee's 
chairman could be applied only if German M3 growth considerably exceeds or 
fells short of the targeted value. The other countries would be obliged to 
stabilize their respective DM-exchange rate by unlimited foreign exchange 
market interventions. This approach, which requires a stable money demand 
function in the center country^^, would be advisable if empirical tests give no 
evidence for a stable aggregate demand for Europe's money. 
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The task of defining the rules of the European monetary policy game is 
additionally complicated by the fact that the major players do not only follow 
national monetary targets but also exchange rate targets vis-a-vis the US Dollar. 
In the past, strong DM-Dollar misalignments were often paralleled by deviations 
fiom the Bundesbank's target path. Because of the deflationary or inflationary 
impact of real exchange rates changes, this policy was not incompatible with 
price stability in Germany. Therefore, an underexpansion of German M3 
relative to its target value is not identical with a deflationary policy stance of the 
Bundesbank and would not necessarily warrant a sanction by the Committee of 
Governors publicly declaring the Bundesbank's policy as deflationary and 
detrimental to the European countries. Due to these international linkages, the 
rule book for European monetary coordination does not only have specify a rule 
for internal monetary relations but also whether die ECU-Dollar relation 
(McKinnon rule) or the DM-Dollar relation (Brunner rule) should be stabilized 
or left to the markets. This point makes it evident that the neglect of 
international implications, which characterizes not only the Delors Committee 
Rq>ort but almost all publications on European monetary integration, is a 
serious drawback for any surveillance of monetary policies by the Committee of 
Governors. 

In sum, monetary coordination can neither be executed in a conceptual vacuum 
nor can it be left to rigid rules. What is needed evidently, is a coherent 
conceptual framework providing a guideline for the decisions of the Committee 
under normal circumstances. At least in the first years of stage one, which could 
be prone to financial shocks due to the realization of the internal market for 
financial services, the Committee must have the power to deviate from self- 
imposed rules but it must be under an obligation to justify such discretion. 

2.3 How to Ensure the Stability of the EMS? 

The interaction between the ERM induced monetary coordination and the 
coordination by the Committee is a second blind spot of the Delors Committee's 
blueprint for stages one and two. This has two negative implications: First, the 
institutional arrangements of stage one and two do not include any safeguards to 
ensure the stability of the EMS in an environment with liberalized financial 
markets and with the Pound Sterling as an additional member of the Exchange 
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Rate Mechanism. Second, the uncoordinated coexistence of both coordination 
me chani s ms can erode the "real anchor" provided by the EMS and the policy of 
the country with the strongest currency; this aspect is discussed in section 2.4. 

The growing risk of speculative attacks^^ destabilizing the EMS is widely 
acknowledged not only by the Delors Report (para. 12), the recent study of the 
EC-Commission (1990) but also by many academics (Padoa-Schioppa 
Committee Report 1987; Fortes 1989, p. 6; Gros and Thygesen 1989, p. 40). 
After the abolition of the remaining controls for short-term capital in Europe, it 
cannot be excluded 

- that a country will be subject to large capital outflows although it follows a 
non-inflationary economic policy; due to the inherent asymmetry of the ERM, 
such "unwarranted speculative attacks" deplete a country of its reserves and 
force it to adjust its exchange rate or its monetary policy although there is no 
macroeconomic rationale for such steps; 

- that portfolio prefm^nces shift in favor of a . currency although the monetary 
policy of the respective central bank is inflationary. This disturbance loosens 
the real anchor of the ERM and provides the most convincing economic 
rationale for an enhanced direct coordination by the Committee of Governors 
in stage one. 

To protect countries in situations with unwarranted speculative attacks, the 
Delors Committee Report mentions the institutional option of a European 
Reserve Fund (ERF) which, however, was not accepted by the majority of the 
members. The tasks of the ERF include the "managing of the pooled reserves" 
and the "intervening on exchange markets as decided by the members" (para. 
53). The negative assessment of this institution by the majority seems due to the 
fact that the proposal was not integrated within the overall coordination exercise 
of the Committee of Governors. The inflationary risks associated with any 
relaxation of the ERM's reserve constraint (Wyplosz 1989) can only be kept in 
limits if there exists a clearly defined rule book for monetary coordination. 

This leads to an alternative solution where the Committee of Governors is 
empowered to relieve a country from the intervention and asset settlement 
obligations of the ERM. With a commonly agreed framework for monetary 
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policy coordination the Committee would be able to define "unwarranted 
speculative attacks": As long as a country follows the "rules of the game" 
according to the McKinnon blueprint, tiiere is no need to expose it to the 
disincentive of a reserve loss. A speculative attack on its currency should then 
be handled solely by the country with the strong currency; this could be 
achieved by the purchase of the weak currency by the central bank with the 
strong currency and the (temporary) suspension of the ERM asset settlement 
obligations. The country with the weak currency would have no obligation to 
support its own currency. This approach is superior to the ERF as the amount 
available for interventions is quantitatively unlimited and as it is integrated in 
the process of monetary integration in a way which excludes the support of 
currencies of countries with inflationary policies. Thus, the aim of 
simultaneously safeguarding price level stability and the functioning of the EMS 
in situations with short-run portfolio shifts calls for an integrated approach 
which combines an enhanced coordination of macroeconomic policy 
coordination with the intervention and asset settlement rules of the EMS: 

-As long as countries follow the "rules of the game", the stabilization of 
exchange rates would be achieved by a modified ERM. In this symmetric 
system, interventions would be executed by central banks with strong 
currencies only. The obligation of asset settlement would not be in force. 

- For countries violating the "rules" by pursuing an inflationary policy stance, 
the present ERM rules (with the asymmetric reserve constraint) would apply. 

It would be up to the Committee of Governors to decide whether the policy of a 
country is in line with the "rules of the game." Again, the Committee would 
have to base its decisions on a commonly agreed conceptual ftamework, but it 
should have the discretion to deviate from these rules in situations with financial 
shocks. If one wants to avoid that this discretion is used to undennine the ERM 
discipline, it would be useful that the members of the Committee are given 
complete political independence fi'om the outset. 

2.4 What Are the Merits of Currency Competition? 

The problems associated with intra-European portfolio shifts^^ are the most 
compelling argument against a process of currency competition which underlies 
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the British alternative to the Delors Committee Report. In addition to their 
negative implications on the stability of the EMS, such speculative shocks can 
also distort the market determined coordination of monetary policies and loosen 
the nominal anchor of the system. These problems of any market coordination, 
which is based on the intervention and asset settlement rules of a fixed rate 
system, are completely overlooked by the British proposal. 

The anchor role of the country with the lowest inflation rate requires a trend 
appreciation of its currency vis-a-vis the currencies of countries with higher 
inflation rates. Only then, the sanction of a reserve loss or a devaluation is 
exited on high-inflation countries. The experience with internationally mobile 
reserve and investment currencies (Dollar, Yen, Pound Sterling, D-Mark) 
demonstrates that inflation difierentials are a rather unreliable determinant of 
exchange rate paths - even in the medium and longer run. In a fixed rate 
system, nominal appreciations of high- inflation currencies are identical with a 
loosening of the nominal anchor of the system. The unlimited trust of the 
Treasury in foreign exchange market participants as arbitrators of European 
monetary policies is difficult to reconcile witii the evident failure of purchasing 
power parity theory of exchange rates in the last 15 years. 

A further drawback of the British case for stage one as a permanent arrangement 
for monetary coordination in Europe results from the unclear relationship 
between the direct coordination process, which is decided by the Committee of 
Governors, and the indirect coordination process of the ERM, which is 
determined by the country with the strongest currency. 

Like the Delors Committee Report, the Treasury's proposal does not discuss the 
interplay of these two coordination mechanisms and assumes a dominance of 
market coordination. A priori, it cannot be excluded, however, that the market 
coordination of the ERM will be interfered by the authority coordination of the 
Committee of Governors. It is, therefore, an open question whether a 
perpetuation of stage one with a political dependent institution in the center of 
the coordination process is really in the interest of the British Treasury, which 
explicitly emphasizes the target of price stability. 
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3. Open Questions of Stage 2 

With the establishment of the ESCB, the need for a coherent conceptual 
framework becomes even more urgent. Although no transfer of national 
competencies is scheduled in stage two, the institutional upgrading of the 
arbitrator will strengthen its influence on the conduct of monetary policies in 
Europe. As the Delors Committee Report does not call for a modification of the 
ERM rules in this stage, it is still necessary to safeguard the system against 
"unwarranted" speculative attacks. Because of the far-reaching Junctional 
identity of stages one and two, the main arguments of the preceding section also 
apply to stage two. Only in one respect, stage two is superior to stage one: the 
ESCB as an independent institution would be better suited for the coordination 
task than a Committee which consists almost completely of dependent central 
bank governors. However, this advantage does not necessarily call for the 
establishment of an ESCB. It would suffice to grant an adequate degree of 
autonomy to national central banks and to their governors. 

The most important unresolved issue of stage two concerns the alleged need of 
an intermediate institutional stage, which would be characterized by a 
coexistence of a full-fledged European Central Bank System and autonomous 
national central banks. This raises two questions: 

- Is a training period for the ESCB really necessary? 

- Is a sharing of responsibilities in the field of monetary policy compatible with 
the autonomy of national central banks? 

3.1 Is There a Need For an ESCB Without Responsibilities? 

According to the Delors Committee Report, stage two will "primarily constitute 
a training process leading to a collective decision-making, while the ultimate 
responsibility for policy decisions would remain at this stage with national 
authorities." (para. 55). However, the Report does not explain this need for a 
training period. Gros and Thygesen (1989, p. 42), which subscribe this position 
of the Delors Committee mention three arguments, which in their opinion call 
for a "learning process in the absence of which we doubt whether the final step 
could be taken": 
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- "a consensus on the specific formulation of the ultimate objective(s), 

- a common analytical framework for intermediate objectives and for the design 
of monetary policy, and 

- a sufficient degree of experience with common operations. " 

The first two arguments point to the conceptual vacuum of the present plans, but 
these tasks have to be tackled already in stage one and they do not require the 
establishment of a complete European Central Bank System, especially as the 
Committee of Governors will be given a Monetary Policy Committee and a 
permanent research staff. The third argument in favor of an institutional 
intermediate stage seems plausible, but it depends on the projected 
organizational structure of the ESCB in stage three. 

A direct transition from stage one to stage three could be achieved if the final 
ESCB would have a federative structure. The Delors Committee Report (para. 
32 ) is evidently in favor of a decentralized system: 

- "the ESCB Council would be responsible for the formulation of and decisions 

on the thrusf of monetary policy," 

- the ESCB Board would monitor monetary developments and oversee the 

implementation "of the common monetary policy," 

- national central banks "would execute operations in accordance with the 

decisions taken by the ESCB council." 

With the entry in such a final stage, the non-mandatory recommendations of the 
Committee of Governors (stage one) and of the ESCB Council (stage two) 
would be substituted by instructions of the ESCB Council, which are 
absolutely binding for the national central banks. This transfer of responsibilities 
from the national to the Community level would have no direct implications for 
the interface between central banks and commercial banks. 

Thus, the need for a training period of the ESCB is only obvious if a rather 
centralized system is aimed at, where specific banking functions are assigned to 
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the central institution (ESCB Board). As this structure is contrary to the 
outline of the Delors Committee report, its blueprint of stage two and the final 
stage is not consistent. 

Irrespective of the organizational structure of the final stage, the advantages of a 
"big leap" from stage one to stage three can be also demonstrated if one 
analyses the present plans for the division of labour between the ESCB and the 
national central banks in stage two. 

3.2 The ESCB as a Joint Subsidiary of National Central Banks? 

Lamfalussy (1989) proposes the creation of the ESCB as a joint subsidiary of the 
existing national central banks. In stage two, the facilities of the ESCB should 
be shared in performing important central bank functions ("notably the 
implementation of monetary policy through the domestic and foreign exchange 
marliBts"^^). In spite of the common techrucal facilities, "individual member 
central banks would retain ultimate responsibility for the deployment of their 
national foreign exchange reserves, and for the supply of domestic bank 
reserves."^® 

As the subsidiary is given a mere technical Junction, its creation would have no 
direct implications on the process of monetary coordination in Europe and 
caimot be analyzed under these aspects. 

The main advantages of this scheme would consist in the increased transparency 
of national central bank operations for all participating central banks, the 
enhanced level of trust and understanding among the staffs of member central 
banks, and in the political demonstration of the resolve to the goal of monetary 
union. The using of shared facilities could thus be regarded as a central element 
of the training process the Delors Committee Report asks for. 

Like any implementation of an intermediate institutional stage, Lamfalussy 's 
proposal is flawed by the fact that a joint technical facility for the execution of 
monetary policy in Europe is only compatible with an extremely centralized 
European Central Bank System, which does not correspond to the outline of the 
ESCB in the Delors Report.^ ^ Already in stage two, the centralization of central 
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bank operations would be much more pronounced than in the German or the 
U.S. central bank system. 

Of course, the final target of an ESCB could be modified along the lines of the 
Lamfalussy proposal. But as long as the Delors Committee Report is regarded 
as the basis for further progress, the plan of a joint technical facility is leading 
into the wrong direction. 

From a more technical perspective, the plan has the disadvantage that the 
common operative unit would be regionally separated from most markets where 
it executes its transactions. In addition, the proposal requires a politically 
difficult decision for a financial center hosting the ESCB's operations, which 
would be unnecessary under a federatively structured system. In the United 
States, for instance, the Board of Governors is located in Washington, DC, 
which is no financial center at all, and even in Italy, foreign exchange market 
interventions of the Banca d'ltalia are executed at the Milan and Rome markets 
(Bini Smaghi 1989, p. 35). 

3.3 Can Monetary Policy Responsibilities Be Divided in Stage Two? 

More ambitious approaches combine this technical arrangement with specific 
responsibilities of the ESCB already in stage two. Proposals for an early transfer 
of national responsibilities were made by the Padoa-Schioppa Committee Report 
(1987) and a recent paper of Gros and Thygesen (1989). These authors suggest 
a limited division of monetary policy responsibilities between the ESCB and the 
national central banks. For stage two, they consider a possible pooling of three 
instruments within an ESCB: 

- adjustment of short-term interest rate differentials, 

- intervention policy vis-a-vis third currencies, 

- the imposition of and changes in reserve requirements for national central 
banks or commercial banks, which should be held with the ESCB; this 
proposal was originally made by Ciampi (1989). 

In the following sections, it will be analyzed whether it is possible to define a 
clear assignment of responsibilities in these three areas, which is compatible 
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with a federative structure of the ESCB in stage three and which leaves national 
central banks a sufficient control over their own monetary aggregates. 

3.3.1 ESCB Management of Interest Rate Differentials 

A precise description of the ESCB's management of short-term interest rate 
differentials and its interrelationship with national interest rate policies can be 
found neither in the Padoa-Schioppa Committee Report^^ nor in the paper of 
Gros and Thygesen. The latter call for a "gradual and partial upgrading of 
decision making on relative interest rate adjustment from the purely national 
level to a Community body"^^ in stage two, but emphasize at the same time 
that "decision-making in this sensitive area would still remain in national 

hands". 25 

There is no doubt that variations of money market rates constitute at present the 
main monetary policy instrument of all European central banks. After an 
assignment of responsibilities in this field to the ESCB, national authorities 
would have lost the ability to control the money supply process at the national 
level. Thus, a pooling of this instrument within the ESCB would be identical 
with a far-reaching transfer of responsibilities from national central banks to the 
ESCB, which the Delors Committee Report does not suggest for stage two. 

It is also obvious that a sharing of responsibilities in this field is not possible. In 
the case of the Federal Republic, for instance, it will be either the Bundesbank's 
Zentralbankrat or the ESCB Council which must have the final say in the 
determination of the Bundesbank's lending rates. 2^ This does not exclude a 
surveillance of the Bundesbank's policy by the ESCB and a possible sanction by 
a public statement of the ESCB Chairman along the lines of the general 
coordination process, but it is incompatible with an additional pooling of 
responsibilities in the field of interest policy within the ESCB. 

3.3.2 Third Currency Interventions by the ESCB 

Gros and Thygesen explain a genuine decision-making power of the ESCB in 
the area of intervention vis-a-vis third currencies with the need to avoid major 
misalignments and to smooth the short-term volatility of exchange rates. 
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especially as dollar movements have a tendency to cause "unwarranted" intra 
ERM exchange rate movements. 

A responsibility of the ESCB in this field could take two different forms: 

- A certain amount of national reserves^^ could be transferred to the ESCB 
which it uses for interventions on its own account. In this case, national 
central banks would still have the right to decide on their own interventions. 
This arrangement would be an extension of the Lamfalussy proposal and thus 
be advisable only if the ESCB is to be given a centralized structure in stage 
three. 

- The ESCB could be assigned the responsibility to determine the dollar (and 
other third currency) interventions of national central banks, which would be 
executed exclusively by these institutions. This solution could be adequate if a 
decentralized ESCB is aimed at in the final stage. 

As the EC countries' aggregate gross foreign exchange reserves total about SDR 
190 bUlion, a pooling of reserves in the order of magnitude of 10-20% would 
result in a portfolio of the ESCB of SDR 19-38 billion. The ESCB could use 
this assets, which are mainly denominated in dollar, in order to support 
individual EC countries, especially in periods of a strong dollar. Such 
interventions would substitute its dollar assets against assets denominated in 
individual European currencies. In order to prevent intra-ERM interventions 
under the disguise of third currency interventions, the ESCB should be obliged 
to maintain a portfolio structure of European currencies which is identical with 
the currencies' share in the ECU basket. With this important safeguard, a 
weakening of the ERM discipline by unilateral ESCB interventions could be 
avoided. At the same time, it would be ruled out that the ESCB uses its 
interventions in order to undermine the monetary stance of specific national 
central banks. Because of the large amount of available resources, the ESCB 
could, however, exercise an important influence on the aggregate thrust of 
European monetary policy already in stage two. 

If a balanced composition of the ESCB's portfolio of European currencies were 
granted, a limited pooling of reserves within the ESCB and a common 
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intervention policy of this institution would not be incompatible with the Delors 
Committee Report's imperative which says that "the ultimate responsibility for 
policy decisions would remain at this stage with national authorities," 

The alternative solution of a complete responsibility of the ESCB for third 
currency interventions, which would be formally executed by national central 
banks, might be adequate if an ESCB with a decentralized organizational 
structure is the final objective of the integration process. Under this 
arrangement, the lack of any quantitative limit on the ESCB's "m2isse de 
manoeuvre" would make it much more difficult for national central banks to 
control their money supply autonomously. It would also be impossible to protect 
national central banks against an unilateral ESCB int^erence by determining a 
rule prescribing a balanced composition of the ESCB’s intervention activities: 



Depending on the underlying portfolio shift on financial markets, it could be 
necessary to sell a more than proportionate amount of D-Marks in order to 
achieve a certain exchange rate target of the ECU vis-a-vis the dollar. As long 
as the ESCB's interventions only supplement the dollar interventions of national 
central banks ("limited pooling of reserves"), the eqiMbrium can be reached by 
larger sales of the central bank, which is mostly affected by the portfolio shift. 
With a sole responsibility of the ESCB for third currency interventions, an 
exchange rate targeting would not be compatible with a rule prescribing a rigid 
currency structure of its foreign exchange market sales or purchases. 



In sum, any transfer of responsibilities in the field of third currency 
interventions requires a clear definition of the organizational structure of the 
final ESCB. Direct foreign exchange market interventions of the ESCB in stage 
two are neither necessary nor appropriate if the objective in stage three is a 
decentralized system where interventions are still carried out by national central 
banks - albeit under the aegis of the ESCB. With a complete responsibility of 
the ESCB for third currency interventions already in stage two, the national 
control over the money supply could be seriously undermined which contradicts 
the Delors Committee's outline of stage two. 
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3.3.3 Minimum Reserve Policy of the ESCB 

The proposals for a minimum reserve policy of the ESCB encompass two 
different approaches: 

- A minimum reserve requirement for European central banks, which would 
have to hold ECU reserves with the ESCB according to the domestic credit 
component of their monetary base or their total monetary base. This plan has 
been elaborated in detail by Ciampi (1989). 

- An EC-wide minimum reserve obligation for national commercial batiks, 
which would complement national reserve systems. The reserve requirement 
would be imposed on the deposits of commercial banks. The banks would have 
to hold ESCB deposits with the ESCB. 

3.3.3.1 ECU Minimum Reserve Requirements for Central Banks 

Ciampi's outline of "an operational firamework for an integrated monetary 
policy in Europe" suggests a minimum reserve system for national central banks 
which would be obliged to hold ECU deposits with the ESCB. Analogous to 
national reserve schemes, the ESCB would provide national central banks with 
high powered ECU assets, the supply of which is under its firm control. The 
ESCB Council would decide each year in advance "how much money and credit 
should be created overall in the Community in order to support economic 
activity in a non-inflationary environment. This target would then be translated 
into a figure for the central monetary institution's ECU supply. Because of 
the obligation to hold reserves with the ESCB, national central banks would be 
tied in their policy to the overall target of the ESCB. The reserve requirements 
could be calculated either according to their credits to commercial banks or their 
total monetary base. In the first case, central banks would be free to create 
domestic money by foreign exchange market interventions. In the second case, 
they could intervene only to the extent that they sterilize the liquidity impact of 
the interventions by changes in the domestic credit component. 
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The proposal has two drawbacks. First, the analogy to the national reserve 
regime is flawed. Second, it does not discuss the sanctions which have to be 
applied if a central bank does not meet its reserve requirement. 

1. It is quite obvious that the scheme leaves central banks the discretion to 
expand their monetary base (or the domestic credit component of the base) less 
than the target rate envisaged by the ESCB. Such a policy would result in free 
reserves held by the respective central bank. Whereas in the domestic banking 
system, a stock of non-interest bearing free reserves is an incentive for 
individual commercial banks to increase their lending activities, a non-profit 
maximizing central bank cannot be compelled by this mechanism to pursue a 
more expansionary monetary policy. 

2. In case of an over-expansion of the base or the domestic component of the 
base, an ESCB reserve system is only superior to the general coordination 
procedure scheduled for stages one and two, if the infraction of the reserve 
requirement leads to specific sanctions going beyond the loss of reputation 
associated with a violation of the general recommendations of the Committee of 
Governors or the ESCB. In the domestic context, commercial banks, which do 
not meet their reserve requirement have to pay higher interest rates for central 
bank credit and may even lose their banking license. The question of adequate 
sanctions, which are difficult to conceive in the relationship with central banks, 
is neglected by Ciampi as well as by Gros and Thygesen. Li contrast, Ciampi 
suggests a rather informal character of the new instrument, at least for stage 



On the whole, an ECU reserve system for national central banks, especially if it 
does not define specific sanctions, will only complicate the monetary 
management in Europe without enhancing the overall coordination process 
projected for stage two. It is also not suited to serve as a traimng process for the 
final stage: In this stage, the system would become unnecessary as the ESCB 
Council would have the power to instruct national central banks directly to 
foUow certain quantitative targets. 
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3.3.3.1 ECU Minimum Reserve Requirements for Commercial Banks in 
Europe 

An alternative scheme proposed by Gros and Thygesen envisages a uniform 
European reserve requirement on commercial bank deposits or on the increase 
thereof. European commercial banks would be obliged to hold a "small 
fraction" of their deposits as ECU reserves with the ESCB. In this case, the 
ESCB would open an EC-wide ECU refinancing facility (open market policy) 
for the banks. Again, the assessment of this proposal crucially depends on the 
sanctions imposed on banks which do not meet their reserve requirement. If the 
same severe sanctions were applied as in the domestic context, the ESCB could 
exert a very strong influence on the growth of monetary aggregates in EC 
countries (even with a low ECU reserve ratio). It could restrain the monetary 
expansion of individual countries by determining a restrictive mix of ECU base 
money supply and ECU reserve ratio. It would be difficult, however, to use the 
reserve scheme in the opposite direction as commercial banks are only 
constrained by their national reserve obligations. 

The implementation of this variant of a European minimum reserve system 
would give the ESCB a very powerful tool to limit the monetary expansion in 
individual member countries. As the ESCB can keep its ECU supply tight, the 
system will work in this direction even with relatively low reserve ratios. Thus, 
its influence on national monetary policies does not depend on the absolute level 
of reserve ratios. Like a policy of determining relative interest rates, this far- 
reaching influence of the ESCB on monetary conditions in individual member 
countries is difficult to reconcile with the autonomy of national central banks 
envisaged in the Delors Committee Report for stage two. 

3.4 An Integrated Approach 

The discussion of different options for stage two shows that it is not only 
difficult to make a case for a training period of the ESCB, if a relatively 
decentralized ESCB is aimed at in stage three, but that it is also almost 
impossible to find an assignment of tasks between the ESCB and national central 
banks which leaves the ultimate responsibility for monetary policy with national 
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authorities and which at the same time provides a sufficient training ground for 
the ESCB. 

These considerations and the flaws of the present outline of stage one call for an 
integration of stages one and two, 

- which is characterized by an autonomous status of the Committee of 
Governors comparable with the projected status of the ESCB, 

- which includes the option of a modified EMS, which would be better protected 
against "unwarranted speculative attacks", 

- which enlarges the responsibilities of the Committee, especially by assigning 
to it the power to modify the EMS rules, whenever a central bank does not 
comply with its recommendations (section 2.3), and 

- which obliges the Committee to use its responsibilities (sanction of individual 
member countries by public declarations, suspension of ERM asset settlement) 
only after it has developed a comprehensive conceptual framework including 
the internal and external dimension of its coordination exercise. 

From this enhanced stage one a direct transition to an ESCB with a 
decentralized organizational structure would be possible without a specific 
training period. National central banks would continue to execute all 
transactions with their commercial banks but they would have to follow the 
ESCB's decisions on interest rates, minimum reserve ratios etc. 

4. Conclusions 

The analysis of central elements of the Delors Committee's blueprint of 
monetary coordination during the process to EMU shows inconsistencies and 
many unresolved issues. However, the critical assessment does not call for an 
abandonment of the whole integration strategy or for the British alternative of a 
European currency competition. But it suggests that the time is not ripe for a 
rapid amendment of the EEC treaty determining the institutional stages two and 
three. 
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What is needed in the inunediate future, is above all a comprehensive 
conceptual framework for an overall European monetary policy and its 
implementation at the national level. Only on this basis, it will be possible to 
define the functions of the Committee of Governors, to clarify the interplay 
between the EMS (indirect) coordination and the (direct) coordination 
effectuated by the Committee and to devise safeguards against speculative 
attacks on the EMS in the pre-EMU stage(s). It has been demonstrated that an 
(institutional) stage two is advisable only if a rather centralized ESCB is 
envisaged for the final stage. Although the outline of the Delors Committee 
Report evidently favors decentralization and the principle of "subsidiarity", its 
argument for an intermediate institutional stage and the various proposals for a 
"pooling" of responsibilities or functions put forward in related papers indicate 
that this issue is still unresolved. If the rule book for European monetary 
coordination (including adequate sanctions) has been agreed in stage one, it is 
difficult to see that the coordination process could be improved by introducing 
the minimum reserve proposal developed by Ciampi or other forms of a pooling 
of responsibilities in the monetary field. 
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Endnotes 

1. Report, para. 52. 

2. The final version of the new mandate determining the tasks and competencies 
of the Council of Governors was agreed in March 1990 by the Council of 
Economic and Finance Ministers. 

3. The "importance of reputation as an incentive to conform to standards in 
world politics" is emphasized by Keohane (1984). "The dilemmas of collective 
action are partially solved through the device of reputation. Unlike the costs of 
establishing bad precedents, the costs of acquiring a bad reputation as a result of 
rule-violations are imposed specifically on the transgressor. As long as a 
continuing series of issues is expected to arise in the future, and as long as 
actors monitor each other's behavior and discount the value of agreements on 
the basis of past compliance, having a good rq>utation is valuable even to the 
egoist whose role in collective action is so small that she would bear few of the 
costs of her own malefactions." (p. 105). 

4. Council Decision amending Council Decision 64/300 EEC on cooperation 
between the Central Banks of &e Member States of the European Community. 

5. Schlesinger and Jahnke (1987) estimate a lag of eleven quarters for the 
Federal Republic. 

6. See Bradley and Jansen (1989). 

I. See Bird Smaghi (1989, p. 40-44) with a survey on game theoretic and 
collective action literature emphasizing the disadvantages of ad-hoc 
coordination. 

8. The German Governor, Karl Otto Poehl is the only exception. 

9. The alternative is an externally imposed rule, for instance, a constitutional 
obligation to follow an n-percent rule. 

10. See the detailed analysis of Russo and Tullio (1988) and Thygesen (1989). 

II. The German demand for money is rather stable (see e.g. Smeets 1989). 

12. Giovannini (1990) sees additional problems because of a possible currency 
substitution within Europe. Experience from hyperinflations shows, however, 
that currencies are only substituted by currencies with lower inflation rates if 
national inflation rates become astronomically high. 

13. See EC-Commission (1990). 

14. See also Currie (1989). 

15. Gros and Thygesen (1989, p. 42). 
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16. The ESCB Council, which would be composed of the Governors of the 
central banks and the members of the ESCB Board, would be responsible for the 
formulation of and decisions on the thrust of monetary policy; (Report, para. 
32). 

17. This is the case in the German system, where the Bundesbank Act (section 
7) reserves the following transactions for the Bundesbank's Directorate: 

- transactions with the Federal Government and its special funds, 

- transactions with banks diat have central functions in the whole of the 
Federal territory, 

- foreign exchange transactions and external transactions 

- open market operations. 

18. The historical antecedent of this proposal is the German postwar system 
from 1948-1957, where the central institution {Bank deutscher Lander) was a 
joint subsidiary of the legally independent regional units {Landeszentralbanken). 
All decisions in this monetary order were taken by a common institution 
(Zentralbankrat), which was composed of the Presidents of the 
Landeszentralbsuifcen and the President and Vice-President of the Bank deutscher 
Lander. 

19. Lamfalussy (1989, p. 214). 

20. Lamfalussy (1989, p. 214). 

21. Especially in the Federal Republic, a federative structure of an ESCB is 
regard^ as an essential precondition for the transition to an EMU; see Kloten 
(1988) and Poehl (1989, p. 137). 

22. In both systems, most domestic operations are carried out by the individual 
regional units. 

23. This report calls for a management of national interest rates by the 
Committee of Governors. 

24. Gros and Thygesen (1989, p. 48). 

25. Gros and Thygesen (1989, p. 48). 

26. A proposal of Bini Smaghi (1989, p. 34) suggests that "any change in 
national interest rates decided by a member country would be subject to the 
condition that partners be previously informed and an exchange of opinions take 
place; the announcement to market participants would be made through a joint 
communique, similarly to what presently occurs for exchange rate rea^gnments 
within the ERM." In the German institutional setting, where the Zentralbankrat 
decides on interest rate changes on its biweekly meetings, this requirement 
would lead to an extremely long reaction lag of monetary policy. 

27. Gros and Thygesen (1989, p. 50) suggest a percentage of 10-20%. 

28. Report, para. 55. 

29. Ciampi (1989, p. 229-230). 
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30. Ciampi (1989, p. 231): ”At an intermediate stage of the process, when 
national central banks still have primary monetary re^nsibility, some 
flexibility in the supply of official ECUs and in the way it is link^ to the 
creation of high-power^ national money would allow national member central 
banks to expand or contract the money supply in their countries without being 
rigidly tied to their ECU reserves. In these conditions, ECU operations carried 
out by the ESCB using the mechanism described above would serve primarily to 
highlight, and in part counter, divergences by individual central banks from the 
commonly agreed monetary and credit objectives of the Community." 
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Horst lingerer* 



Comments on: 

Problems of Monetary Policy Coordination in the Transition Phase 

1. In his many contributions to the discussion of European monetary issues, 
Peter Bofinger has fre:}uently shown a particular interest in the interrelationship 
between the concq>tual, institutional, and procedural framework of monetary 
policy on the one hand and the macroeconomic aspects of monetary policy on 
the other hand. I agree that it is important to think about how general policy 
strategies and macroeconomic objectives can be translated into viable 
institutional structures and, eventually, into actual monetary policy decisions. 

Bofinger took a close look at the Delors Report. He is pointing at certain gaps— 
he calls it "blind spots"— and inconsistencies which appear to exist in the Delors 
Rqx)rt's design of a new European monetary order. He approaches the 
proposals of the Delors Rqx)rt from the angles of the monetary policy objective 
of price stability and of the stability of the EMS as it is operating today. It 
would go beyond the scope of this contribution to discuss extensively aU the 
points he is making. Instead I shall just make a few remarks on his paper. 

2. Bofinger starts with a discussion of the institutional changes which will or 
have come about as a result of the decision of the European Council in Madrid 
in June 1989 to start the first stage of moving toward Economic and Monetary 
Union (EMU) on July 1 of this year. 

There are people who think that the provisions for the first stage are somehow 
"business as usual." Li contrast, Bofinger stresses in particular the possibiUty 
that the Chairman of the Committee of Coitral Bank Governors can sanction 
individual countries which stray from the path of monetary virtue by making the 
conclusions of the Committee public, and in this way destroy their rqiutation. 
The sanction, he says, could result in capital outflows, loss of reserves, and a 
possible devaluation of the currency concerned, and thus induce them to shape 
up. 

In my view, such potential adverse developments may be exactly the reason 
why this sanction of public condenmation may not be used, except in very 
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serious cases. While the Committee in its internal deliberations may heavily 
criticize an aberrant country and "express an opinion to it," as envisaged in the 
amended mandate of the Committee, the Committee may be quite reluctant to 
authorize its Chairman to go public, even if formally this authorization could be 
granted by a simple majority. Concern about the stability of the EMS, and about 
possible exaggerated reactions of the markets, will make the Committee very 
careful. In particular, it will want to avoid damaging a central bank's credibility 
which, after all, will be needed to successfully implement a bettm* and more 
credible policy. 

Having said this, I don't want to deny (and I actually hope) that the mere 
existence of such a sanction will be of influence and make peer pressure within 
the group of EC central banks more effective. 

3. 1 come now to the subject of the "rules of the game." Bofinger deplores that 
this has been a "blind spot" in the Delors Rqxirt. Did he not expect too much 
from a committee which met only a few times over a period of six or seven 
months? 

I found in the Delors Report some broad rules which will be important for 
creating EMU and will give meaning also to the transitional phase: a. The 
Council of the future European System of Central Banks (ESCB) "should be 
independent of instructions from national governments and Community 
authorities" (Delors Report, p. 26); and b. "The system would be committed to 
the objective of price stability" (p. 25). 

These are two important and interrelated "Rahmenbedingungen" - framework 
conditions - for any monetary order, whether national or European. Many 
influential central bankers see it this way (Gampi, 1989; Duisenberg, 1989; 
Doyle, 1990; Poehl, 1990; de Larosi^re, 1990). 

In this connection, it may be of interest to take note of a recent study by Alberto 
Alesina (1989), who explored the interconnections between politics and 
macroeconomics. He found a positive relationship between the degree of 
independence of a central bank and the inflation rate: for the period 1973-86, 
among 17 industrialized countries, the four most independent central banks 
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(Japan, the United States, and, in particular, Germany and Switzerland) have 
been associated with four of the five lowest inflation rates. 

4. Bofinger refers, of course, to the transitional phase. But I feel, that the two 
"constitutional rules" will provide a good basis for the developmait of the 
"rules of the game" in a more narrow sense and are therefore also relevant for 
the transitional phase. Hiis brings me to the choice of intermediate targets for 
monetary policy. I would like to concentrate on targets expressed in monetary 
terms. 

I see some problems with perpetuating the present EMS practice of using the 
monetary target of the center country as the "anchor" to which the other 
countries are tied by means of asymmetrical interventions. You may recall the 
"asymmetry ddrate" among EMS countries in 1988 and 1989 which was 
initiated by France and Italy (Balladur, 1988; Amato, 1988). While an 
important concern was political, there were also economic arguments. There 
was a concem--and I think a legitimate concern— that the monetary policy which 
is right for one country is not necessarily equally right for coimtries with 
different economic structures and circumstances. 

Whatever the merit of the debate— and there exists a whole literature—, it seems 
clear that an asymmetrical rule could not form a politically acceptable basis for 
sanctions as mentioned above or the suspension of settlement obligations as 
discussed later on. 

With regard to common monetary targeting, that is, a strategy to stabilize 
aggregate monetary growth in the EC, I feel Bofinger dismisses this possibility 
a bit too easily. In a recent study, Kremers and Lane (1990) came to a different 
conclusion. May I quote: "The finding that ... a well-specified ERM-wide 
demand for money can be identified, is striking: it suggests that monetary policy 
guided by money supply targets would, at least in principle, be feasible for the 
ERM countries collectively." 

I would not want to blindly endorse the findings of Kremers and Lane. Clearly, 
much more work needs to be done and is actually being done. In this field lies 
an important task for the Committee of Governors, its Monetary Policy 
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Committee, and its research staff which is being assembled. Work on such 
problems needs to be carried on and intensified once the ESCB has been set up. 
This is one of the reasons--but not the only one-why the second stage of the 
Delors Rqmrt makes srase to me. 

5. In another section, Bofinger concentrates cm an important and widely 
discussed question: Can the EMS, as it operates now, be expected to 
successfully cope with possible adverse consequences of the liberalization of 
capital movements in the EC? He seems to join those who doubt whether EMS 
stability can be preserved (e.g., Padoa-Schioppa, 1987). He differratiates 
between "warranted” and "unwarranted” speculative attaclss and proposes to 
deal with the latter by suspending settlement obligations resulting from market 
intervention, and in this way to avoid penalizing the well behaving country 
which became subject to unwarranted attacks. 

I have a number of observations: 

Would it be possible, even if the Committee of Govanors agrees on a definition 
of "well behaving" and "unwarranted," to make such a diffi^ntiation at the 
time of a speculative attack? Monetary policy may be weU int^ded but— in view 
of the inevitable time lag between taking decisions and their results— whether 
specific measures will bite, whether there will be ov^shooting or 
undershooting, will become apparent only much later. In the meantime, 
intervention will have taken place, credit facilities will have been employed, and 
settlement questions will arise. 



Generally, my view is— and this is confirmed by the experience in the EMS in 
various periods of crisis: March 1983, January 1987, October 1987, August 
1988— that the existing credit facilities are large and flexible enough to cope 
with speculative attacks. Additionally, the Basle/Nyborg agreement of 
September 1987 provided a framework for flexible response by means of 
coordinated interest rate policies and flexible use of the fluctuation margins 
which has been employed successfully, in particular, in October 1987. Lastly, 
also as regards settlement, the EMS Agreemrat provides flexibility which, at 
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times in the past, has be^ put to good use. For these reasons, we don't need an 
additional rule. 

With regard to the underlying issue, whether the liberalization of capital 
movements will destabilize the EMS, I want to mention that there are several 
authors who don't see a pronounced risk (Dribill, 1988; McDonald and Zis, 
1989; Joerg Mayer, 1989; Schroeder, 1989). The basic arguments behind this 
view, which I tend to share, are the following: 

- Hie achieved degree of economic conv^gence and credibility of central banks 
participating in the ERM makes speculative attacks less likely than in the past. 

- Hie possibility of small realignments without changes in market rates (as 
practiced in January 1987 and January 1990) makes speculation less 
rewarding. 

- Liberalization will exert pressure to reinforce the coordination of monetary 
policies, in particular interest rate policy, and will by itself enhance the 
credibility of central banks and the attractiveness of a currency being 
liberalized. 

I would agree that the jury is still out, but the most recent experience with the 
capital liberalization in France and in Italy seems to prove that fears of 
destabilization might be unfounded. 

In sum: I don't see great risks of speculative attacks, provided~and this is 
important--the efforts toward more convergence continue unabated. Should 
speculative attacks occur, the system is well equipped to cope with them. 

6. The last question I want to comment upon is whether Stage n of the Delors 
Report is needed or not. There are quite a few voices who would agree with 
Bofinger in this respect, although for some the ulterior motives might be more 
of a political than economic and operational nature. 

I just want to put forward the following arguments why in my own view a Stage 
n will be very useful if not necessary: 
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- The conceptual fiamework for a common monetary policy needs to be 
developed and perfected by the institution which later on will implement it. 
This should be done in Stage II; in this way in Stage HI, the ESCB will hit the 
ground running. 

- The ESCB needs to be buUt before it can operate effectively: working groups 
and committees; chaimels of information and cooperation with national central 
banks and so on; the creation of a staff; even the construction of a 
headquarters building requires time. 

- An already established ESCB will make later on a common policy more 
credible, not less. Unless the system establishes early on a reputation as a 
"hard-nosed institution," the ESCB would have no business in acquiring the 
sweeping powers of Stage III. 

- The time in Stage n will also be needed to modify the organizational 
structures and decision-making processes of the national central banks so as to 
conform with a Eiuepean system. Among other things, there should be a move 
toward more indqiendence of existing national cratral banks. How could 
otherwise the Council of the ESCB be truly independent of government 
instructions? 

- Further progress needs to be made to narrow differences in the structures of 
national banking systems and financial markets, and in the harmonization of 
central bank instruments. This would alleviate the implementation of 
commonly decided policies on a national level. 

It is my impression that it was quite deliberate that the Delors Committee left 
the latter question largely open. The members of the Committee probably felt 
that there was no point in discussing in detail monetary policy instruments and 
operations which later might become obsolete, in view of the rapid changes of 
financial markets and techniques. 
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Endnotes 

* The views expressed are those of the author and do not necessarily reflect 
those of the IMF, 
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CREATING A EUROPEAN CENTRAL BANK AFTER 1992: 

ISSUES OF EC MONETARY INTEGRATION AND 
PROBLEMS OF INSTITUTIONAL INNOVATION 

1. Monetary and Real Integration in the EC 

Founded at the end of the turbulent 1970s, the European Monetary System 
(EMS) goes into the 1990s with surprising (sometimes artificial) viability. 
Having successfully passed infancy in the 1980s the EMS now faces several 
challenges of adolescence, some of which are related to EC internal 
developments - above all "Project 1992”, the elimination of capital controls and 
the shift to an Economic and Monetary Union (EMU) - and others which 
concern a rapidly changing global environment. In June 1988, the European 
Council entrusted the later so-called Delors Commission to prepare a report on 
economic and monetary union in the EC; the Delors report received support at 
the Madrid EC summit in June 1989 which adopted stage I of the report: the 
removal of capital controls and the strengthening of intra-EC policy 
coordination. The deliberations within the EC do not point to a basic consensus 
with respect to an institutional framework for an EC central bank - a dual speed 
monetary integration scheme in which major continental EC countries would 
adopt a stability-oriented common monetary policy under the leadership of the 
German Bundesbank (central bank) seems to be possible. 

The EC Council meeting at end-March 1990 in Ashford Castle, Ireland, and the 
Dublin EC summit exposed the continuing rift between the stance of the hesitant 
British government, favoring a "hard ECU” as represented by an approach of 
monetary unification via the introduction of an ECU parallel currency, and the 
continental EC countries. The European Council agreed in Dublin to convene an 
intergovernmental conference in December 1990 to work out the Treaty 
amendments necessary for the completion of the economic and monetary union. 
The EC Council's decision on economic convergence of 1974 was amended in 
March 1990: in a first stage of greater monetary cooperation in the EC a 
progressive attainment of policy convergence is expected. The Council of 
Ministers will undertake a policy surveillance twice a year and the Committee of 
Central Bank Governors will assume a new role. The Committee will not only 
discuss principles of monetary policy but will also focus on issues that affect the 
stability of financial markets and the conduct of monetary policy - this implies 
that the Committee is to be consulted before monetary targets are set on the 
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national level. Moreover, the Committee adopted a new set of rules of 
procedure - as of June 11, 1990 - where the extension of the duration of the 
chairmanship from one to three years and the creation of a new sub-structure 
were main points (sub-committees for monetary policy, for foreign exchange 
and for banking supervision). The EC summit of Oct. 28 in Rome proposed - 
against British opposition - to begin the second stage of EMU in 1994 and to 
issue a common ECU currency towards the end of the decade. 

In contrast to many skeptical expectations the EMS has worlffid surprisingly well 
and has generated considerable momentum for further institutional change in 
Europe. Memb^ship has been not only more stable than under the previous 
"snake regime” 1972-78 but there has been a gradual enlargement of the EMS 
and its integral part, the ERM (Exchange Rate Mechanism) which implies a 
commitment to pegging the exchange rate. The number of countries involved in 
the parity grid with bilateral margins of 2.25 percent - for Italy until January 8, 
1990 and for Spain and the U.K. as of June 1989 and October 1990, 
respectively: +/- 6 percent - increased over the course of time. This occurred 
both by informal pegging schemes and implicit monetary cooperation as 
observed in Austria and Switzerland and by formal membership as in the case of 
the EC latecomers: Spain, Portugal and Greece; however, the latter two have 
yet to adhere to the ERM. In the 1980s downward inflation convergence was 
achieved as well as considerable exchange rate stability. Since the inception of 
the EMS on March 13, 1979 a total of 11 realignments have taken place, two in 
the years 1979, 1981 and 1982 (also in 1986) and then less frequently. More 
than three years of unchanged parities and increased central bank cooperation 
have followed the realignment of 1987. 

With the Single European Act of 1985 that paved the way for the removal of all 
non-tariff barriers within the EC by 1992, the problem of monetary integration, 
already discussed in the Werner report of 1970, reemerged. A specific problem 
of EC integration concerns the extent to which "real integration" of goods and 
factor markets calls for monetary integration (and vice versa), defined on the 
one hand by shared institutions, rules and responsibilities in monetary policy 
and, on the other hand, by the removal of capital controls and more open 
financial market boundaries. The Delors report of 1989 emphasized parallelism 
between real and monetary integration, but it did not give a justification on the 
basis of theoretical merits nor did it focus on positive welfare effects related to 
static and dynamic efficiency or price stability and stable growth. With a rather 
optimistic perspective the Delors report develops a scenario which suggests that 
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an EC-wide comprehensive monetary integration could be achieved in a three- 
stage approach of monetary cooperation and institutional integration that would 
ultimately lead to an EC central bank and a common currency. Thereby the 
policy instrument of exchange rate variations within the EC would no longer be 
available to achieve fuU employment of resources. 

The topic must be raised whether expected benefits and risks of European 
monetary integration generate sufficient positive incentives for a sustaining 
monetary integration process. At the same time the ongoing real integration as 
represented by the convergence of national marlmts and a wave of intra-EC 
cross-border M&As that reflect the formation of "Euronationals" might support 
the integration of financial markets and hence influence the monetary integration 
process (Welfens, 1990b). 

Proceeding towards further monetary integration in Europe makes it appropriate 
to take not only a look at the record of the EMS with some of its specific 
Germany-related problems, but also to focus on the sources of the apparent 
success of the EMS (section 2). One may emphasize that a successful EC 
monetary integration scheme could set a model for other regional monetary 
integration schemes. 

An important topic concerns the question as to which relations exist between 
real and monetary integration in the EC. In this context the role of multinational 
corporations and foreign direct investment (FDI) will be addressed; investment 
flows bear significance for shaping comparative advantages and influencing 
trade in goods and services of which about 1/3 is intra-company trade in the 
world economy. From a macroeconomic point of view FDI is important for 
external equilibrium and spatial price competition - the latter determining the 
degree of price convergence across EC coimtries, but also the speed at which 
real interest rates adjust in connection with parallel inflation movements (section 
3). An important point concerns the notion of the equilibrium exchange rate in 
the context of a worldwide allocation optimum. Since we assume that ownership 
specific advantages are a major explanation of FDI - together with locational 
advantages of host countries - a country which records FDI outflows contributes 
to income growth abroad and to higher wealth at home. The ensuing current 
account imbalance and the corresponding exchange rate do represent a 
disequilibrium. In a flexible exchange rate setting the capital account and the 
current account necessarily are in a mirror position which implies that a surplus 
in the former (due to net outward FDI flows) corresponds to a current account 
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surplus - an exchange rate policy that aims to balance the currenct account by 
directly increasing exports and reducing imports might be inappropiate; instead 
the country with net FDI inflows might prefer alternative measures that lead to 
capital outflows in the form of portfolio investments or short-term capital 
exports such that the overall capital account is equilibrated (a fortiori the current 
account, too). As regards the stock of inward and outward FDI it is important 
that a network of subsidiaries abroad which partly import intermediate products 
from the parmt company might improve the price competitiveness of 
subsidiaries vis-a-vis local firms, namely to the extent that in the country of the 
parent company the inflation rate and hence the cost push incorporated in 
intermediate products obtained is rather moderate. 

In section 4 basic aspects of the benefits and risks of currency unification will 
be discussed. Among the topics are the question of EC-intemal net benefits and 
the balance of costs and benefits for the global economy. 



2. The European Monetary System in Perspective 

With the first stage of closer intra-EMS policy cooperation beginning jointly 
with the removal of capital exchange controls in all major EC countries in mid- 
1990, the question arises how the switch to free capital movements in the EC - 
facing both increasing internal and external competition - can be reconciled with 
limited policy coordination to date. Moreover, the desired "hardening" of the 
EMS will require integrating the U.K. in the ERM and thereby raise the 
problem that part of the traditional shifts in global capital flows within the 
currency square - US dollar, yen, Deutsche mark and British sterling - would 
take place within a European monetary system that aims at uniform and possibly 
narrower spreads around parities. All this is happening in a historical phase of 
EC integration, namely the rapid changes of the EC industrial landscape, 
including a wave of cross-border mergers & acquistions in Europe, which is 
partly triggered by the program for a single EC marlmt. Increasing cross-border 
M&A activities reflect the rising intra-EC capital mobility which in turn implies 
an accelerated convergence of marginal products of capital across alternative 
investment locations in the EC. 

With serious real changes and shifts in intra-EC competitiveness ahead, the 
gradually acquired reluctance to adjust parities could ultimately lead to 
misalignment and efficiency losses in the context of an integration that aimed to 
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improve factor allocation in Europe. Moreover, the historical setting has 
drastically changed since end- 1989 with the fall of the Berlin wall and the 
German unification which will take place in the context of sweeping changes 
towards opening-up and marketization of East European economies and the 
USSR. Two basic scenarios are possible. (I) Driven by conflicts in the context 
of German unification new political rivalries among major EC member 
countries could emerge, so that consensus for further monetary integration 
cannot be achieved or will support only weak and unstable forms of monetary 
unification. (II) German currency unification can be implemented in the 
medium-term without a sustaining higher inflation rate in Germany, where the 
enlargement of the Deutsche mark area - with some positive gravity effects upon 
convertible Polish, Hungarian and other eastern and south-eastern European 
currencies - could reinforce the position of the Deutsche Bundesbank whose 
management of the German-German monetary merger process could be 
considered as an implicit test for creating greater unified currency areas in 
Europe. In a period of increased imcertainty in Europe, the institutional design 
of the Deutsche Bundesbank, with its exceptional (albeit obviously limited) 
independence of government's directions may be then considered a convincing 
model for an EC central bank; its integrative function would be a very political 
one because it could become an important overarching link in an EC in which 
political conflicts over many topics, including the German issue, might restrict 
sustainable cooperation schemes in other fields for many years. 

However, even with agreement over the long run role of an EC central bank, 
the process to achieve such an institution is complicated and not least 
determined by expectations about benefits and risks of monetary integration. To 
the extent that an EC central bank's policy would be less inflationary t h a n the 
average EC inflation rate in the present multi-central bank regime, a change in 
the long term real interest rate is to be expected in the EC. This will affect the 
capital flows between the EC and the rest of the world because a given world 
capital stock will be held by EC residents and non-EC residents in accordance 
with international arbitrage conditions; with a changing demand for capital in 
the short term in the EC and a changing supply of capital in the long term, there 
will be inflation-induced flow and stock effects in connection with the change of 
the monetary EC regime. Moreover, with the formation of an EC currency the 
substitutability of assets denominated in the EC currency and non-EC currencies 
will change which would affect the efficiency of sterilized and non-sterilized 
interventions in the foreign exchange markets worldwide . 
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2.1 The EMS Record 

The EMS has experienced several surprises. The EMS in the 1980s was an 
asymmetric fixed exchange rate zone with West Germany playing a special, 
dominating role that was hardly justified by its economic size or by the role of 
the Deutsche mark as both a stable domestic currency and a widely used 
intomational resrave currency (Melitz 1988). The Federal Rq>ublic of Germany 
was the center country of the continental EMS, and the Deutsche Bundesbank 
dominated monetary policy in the EC while being jd)le - due to successful 
sterilized intervention that neutralized effects of exchange rate intervention - to 
pursue a domestic monetary target (Giavazd and Giovannini 1987); in turbulent 
periods of dollar exchange rate movements the German central bank also 
pursued an implicit exchange rate target vis-a-vis the dollar, where emphasis 
was on dampening the speed of adjustment rather tlian on changing the market 
exchange rate trend. Distinguishing short-term and long-term sterilization of the 
Deutsche Bundesbank, however. Von Hagen (1989) finds empirical evidence 
that the dual dollar-EMS exchange rate constraint impaired the effectiveness of 
monetary targeting in Germany. 

The Deutsche mark was the anchor for price level stability in the whole system - 
a clear surprise in view of the many initial warnings of a pro-inflation bias of 
the EMS; low overall inflationary pressures are partly due to the fact that the 
burden of adjustment falls on the current account deficit countries, but this is 
only one element of explanation. The second surprise is the degree of internal 
stability achieved in terms of increased monetary cooperation and of relatively 
inffequent exchange rate changes in a period in which an increasing global 
financial interdependency along with increased capital mobility were observed. 
The third surprise is that there is a more parallel move of interest rates in the 
EMS countries (Kath/Hennerkes 1985) although considerable nominal and real 
interest rate divergences persist even with inflation rate convergence. 

The EMS was founded as an attempt to create a zone of relative monetary 
stability in Europe, and most surveys agree that this aim has largely been 
achieved although a successful development cannot easily be divided between 
favorable external changes and intra-EC policy adjustments (lingerer et al. 
1986; De Grauwe and Peters 1989; Wegner 1989; Claassen 1990). Only in the 
period 1979-82 did the EMS experience high exchange rate volatility which to a 
large extent was due to the second oil price shock and the international recession 
aggravated by disinflation policies in the EC. Nevertheless, compared to the 
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"snake episcwle” the volatility of the external value of the Deutsche mark vis-a- 
vis the Belgian franc, the French franc, the Dutch guilder and the Italian lira 
decreased, and in the period 1983-89 it declined further (Tab. 1). 

A similar development occured in non-EMS currencies that were pegged to the 
DM, e.g. the Austrian schilling and the Swiss franc. In marked contrast to this 
was the exchange rate behavior vis-a-vis the pound sterling, the dollar and the 
yen, where an increasing volatility both in nominal, and even more so, in real 
terms (except for the yen) was observed in the period 1979.11-83. 1. In contrast 
to the yen, the real exchange rate variability increased vis-a-vis the sterling and 
the dollar in 1983-89. High exchange rate volatility went along with this, and it 
seems clear that greater interest rate shifts and hence more unstable monetary 
policies would have been necessary to avoid the volatility of non-EMS exchange 
rates. 

The initially skeptical attitude of the Deutsche Bundesbank which feared a pro- 
inflation bias of the EMS has changed over time, although this institution has 
expressed reservations when it comes to initiatives for a rapid monetary 
integration in the EC. Moreover, the German central bank turned against soft 
credit arrangements in the EMS. The EMS's stability safeguards against 
' inflationary currency market interventions were strict repayment obligations for 
central bank credits accorded in the context of the "very short-term financing 
mechanism". Compulsory interventions are financed and the balances are settled 
with a maximum period of 3.5 months in ECUs at the European Monetary 
Cooperation Fund (EMCF), where central banks make their currencies available 
in the required amounts. The Deutsche Bundesbank as the issuing institution of 
the prime creditor currency accepted the compromise of the Basel-Nyborg 
arrangements of 1987 which extended the very short-term central bank financing 
mechanism (with a limit) for the so-called intramarginal interventions and called 
for considering exchange rate-oriented interest rate policies. 

EMCF credit lines were used for intramarginal intervention only in the turbulent 
period of October-November 1987 when central banks worldwide created more 
liquidity than initially planned. Central banks' holdings of partner currencies 
can be increased beyond working balances only with the consent of the central 
bank whose currency is bought which often was the Deutsche Bundesbank, 
Cumulative intramarginal sales and purchases of Deutsche mark amounted to 
some DM 270 bill, in the period 1986-1989 (Deutsche Bundesbank 1989) but 
as central banks did not use the EMCF options and preferred investments in 
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Tab. 1: Exchange Rate Variability of the Deutsche Mark vis-a-vis Selected 
Currencies 
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Change of real 
eff. exchange 
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-12 


-9 


-8 


8 


8 - 


20 


25 


-3 



* Includes the effect of the lira devaluation of January 8, 1990. Total change vis-a-vis all EMS 
curr^cies (leaving aside Spain) was +40 %. 

** nominal variability is delined as standard deviations in the rate of change from the previous 
quarter. 

*** Real variability is defined as mean deviation in the rate of change of die nominal exchange 
rates from the rate of change of the inflation differential (as measured by the prices of total 
expenditures) 

# Absolute change in the index (1985=100) of the IMF-defined real effective exchange rate; 
figures (for Germany + 3) are rounded. 

Source: Deutsche Bundesbank (1989a), Monthly Report, Nov. 1989, Frankfurt/M.; IMF, 
International Financial Statistics, Washington, April 1990. 
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financial markets the liquidity policy of the Deutsche Bundesbank was not 
directly affected, whereas the exchange rate vis-a-vis the EMS partners and the 
U.S. dollar (with potential monetary policy repercussions) responded. 

Due to careful institutional arrangements ("parity grid"), ideological 
harmonization of governments' policy goals and increased central bank 
coordination, a surprising inflation performance was observed. Instead of West 
Germany suffering from a European pro-inflation bias, it realized that the other 
continental EC countries enjoyed an often welcomed, DM-biased pressure 
towards downward inflation rate convergence; this, however, was transitorily 
accompanied by unemployment rate convergence at higher levels. In terms of an 
"uitemadonal Phillips-curve" the issue arises whether a reduction of the 
inflation rate in Germany was imposing higher unemployment rates in the other 
EC countries (Tab. 2). 

With parity adjustments not fully compensating for inflation differentials 
Germany - and other low-inflation countries - obviously enjoyed the benefit of a 
gradually increasing price competitiveness in the EC which contributed to 
higher exports and growth along with lower unemployment in Germany. Higher 
German growth then supported economic recovery in EC partner countries 
where supply-side measures as well as lower inflation rates actively favored 
growth. In terms of the Phillips-curve the short-run trade off became steeper in 
a situation in which the natural rate of unemployment gradually reduced. Due to 
positive structural adjustment in the OECD, the late 1980s witnessed a 
downward convergence of unemployment rates in the EC, without reaching, 
however, full-employment. 

In the beginning of the 1990s there is a clear tendency in the EC that consumer 
price inflation is moderately increasing, where intra-EC divergences among 
major continental countries are not great; but the divergence between the U.K. 
and the other EC countries - even setting aside the methodological upward bias 
in U.K. figures that stems from the inclusion of mortgage rates - is 
considerable. As the U.K. decides to peg its exchange rate in accordance with 
full EMS membership, both expected inflation rates - necessarily also nominal 
wage rate increases - and interest rates in Great Britain are likely to come down. 

With respect to public deficit-national income ratios a considerable divergence is 
observed among EC member countries. Italy's ratio of 10 percent is - along 
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Tab. 2: Convei^eiice Indicators for ERM-Countiies and the U.K. 





FRG 


Belgium 


Den- 


France 


Ireland 


Italy Nether- 


U.K. 








mark 








lands 






Unemployment rate (in percent) 










1980 


3.8 


9.4 


6.2 


6.4 


8.3 


7.6 


5.9 


10.0 


1986 


9.0 


16.1 


8.9 


10.4 


18.1 


11.1 


10.0 


11.4 


1989 


7.9 


13.1 


8.5 


9.5 


17.8 


12.2 


5.7 


6.4 




Consumer prices 


(change from previous YEAR) 






1974-78 


4.7 


9.2 


11.0 


10.7 


15.3 


16.3 


7.9 


16.2 


1979-83 


4.9 


7.0 


10.1 


11.8 


15.8 


17.0 


5.2 


11.3 


1984-88 


1.1 


3.0 


4.6 


4.3 


4.6 


7.1 


1.1 


4.7 


1988 


1.3 


1.2 


4.6 


2.7 


2.1 


5.0 


0.7 


4.9 


1989 


2.8 


4.3 


4.6 


3.7 


4.1 


6.3 


1.1 


8.0 




Current account 


balance (in percent of GNP or GDP) 




1974-78 


1.4 


0.1 


-3.3 


-0.1 


-5.6 


-0.5 


2.1 




1979-83 


-0.3 


-2.9 


-3.6 


-0.7 


-11.0 


-0.8 


1.8 




1984-88 


3.3 


1.4 


-3.6 


-0.1 


-2.0 


-0.4 


2.9 


*-0.7 


1988 


4.2 


1.8 


-1.7 


-0.4 


2.4 


-0.7 


2.2 


-3.1 


1989 


4.6 


2.0 


-1.5 


-0.4 


1.7 


-1.4 


2.3 


-3.7 


1990 


3.3 


2.3 


-1.1 


-0.4 


1.4 


-1.1 


1.9 


-2.8 




Financial balances of general 


government (% of GNP) 




1974-78 


-3.0 


-4.8 


0.1 


-1.1 


-8.2 


-9.6 


-2.3 




1979-83 


-3.0 


-10.5 


-5.6 


-1.7 


-12.4 


-10.5 


-5.3 




1984-88 


-1.6 


-8.3 


-0.1 


-2.3 


-9.5 


-11.2 


-5.7 




1988 


-2.0 


-7.0 


0.0 


-1.3 


-3.9 


-10.9 


-5.4 


1.5 


1989 


0.2 


-6.2 


-0.5 


-1.1 


-2.9 


-10.2 


-4.6 


0.7 


1990 


-2.2 


-5.6 


-0.4 


-0.9 


-1.1 


- 9.8 


-4.2 


0.4 




Government net 


debt interest payment 


(JK of expenditures) 


1981 


3.2 


12.4 


3.0 


2.5 


9.0 


11.9 


5.9 


7.5 


1989 


5.2 


20.5 


6.4 


4.4 


12.4 


16.7 


8.7 


4.3 


1990 1 


5.2 


20.9 


6.3 


4.6 


13.4 


16.9 


8.7 


4.0 




Yield 


difference for 


corporate 


bonds/government bonds»J»^ 


1990 


0.0£ 


0.05 


- 


0.98 


- 


-0.31 


0.79 


1.9 




Money 


stock (change from previous year; broad aggregate) 


1974-78 


9.0 


12.4 


12.4 


- 


- 


22.4 


13.0 


7.9 


1979-83 


6.8 


7.8 


11.7 


11.7 


15.9 


18.4 


6.7 


21.5 


1984-88 


5.6 


8.6 


12.2 


7.7 


6.3 


12.0 


7.2 


16.7 



Note: Broadly defined money is M2 for Belgium, D enma rk and the Netherlands, M3 for the 
Federal Republic of Germany, France, Ireland and Italy. U.K.: Quasi-money /line 39 IMF-IFS. 
As regards Belgium (Italy) the first figures refer to the period 1976-78 (1975-78). 

Figures for the current account balance 1989/90 include Luxembourg for the case of Belgium. * 
refers to 1987; ** percentage points; figures are for beg innin g of April 1990. 

Sources: DEUTSCHE BUNDESBANK (1989); OECD (1989), Economic Outlook, December, 
Paris; ECONOMIST (1990), Economic and Financial Indicators, 7-13 April, London. OECD 
(1990), Main Economic Indicators, Paris; IMF, International Financial Statistics, current issues. 
Eurostat, Luxembourg; IMF, World Economic Outlook, October 1990, own calculations. 
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with Greece - an extreme case, but a ratio of net debt to GNP close to unity 
which, roughly speaking, is also valid in the case of Ireland and Belgium 
implies that between 15 and 20 percent of total government expenditures are 
earmarked for interest payments. This is about three times as much as in other 
EC countries and makes the Italian government, in contrast to these, quite 
sensitive to interest rate changes. In Italy high inflation rates might be favored 
not only because of expected seigniorage gains but also because of an inflation- 
induced reduction of the real interest rate. However, adjustment towards lower 
German and French inflation rates might be necessary if the exchange rate is to 
be maintained within the standard narrow parity band. Shifting from a 12 
percentage points band to a spread of 4.5 percent should then push down the 
nominal interest rate towards the lower rates of Germany and France, where 
governments will fear that Italy's public deficits drain their citizens’ savings and 
push up interest rates. 

Hence other EC countries are interested in Italian adjustment measures that 
reduce the deficit ratio. Lower public expenditures, hefty privatizations and 
higher excise and wage income tax rates are possible first-aid remedies for 
public deficit convergence in the development of EMU - measures that would 
have to be accompanied by some future EC monitoring principles and agreed 
rules on public deficits. The special problem of the public debt in Italy is 
obvious, given the fact that long-term government bond yield exceeded 
corporate bond yield in Italy. This constellation is abnormal in view of the 
common case that government's interest payments are usually perceived to be 
risk-free because government is empowered to increase effective tax rates if 
necessary for financing purposes. With growing opportunities for capital flight 
beyond the borders and an increasing share of the domestic shadow economy, 
the public's trust in this mechanism might indeed become so weak that 
government faces a risk/solvency premium in the capital market which would in 
itself be a strong case for immediate privatization actions in order to avoid state- 
owned firms facing particular disadvantages in raising capital in the market. 

The contrast between high inflation countries - e.g., Italy, France (until the late 
'80s), Spain - and the low inflation rate members has had a long tradition in the 
EC. Under the implicit leadership of the Deutsche Bundesbank the continental 
EMS countries reached a remarkable downward convergence of their inflation 
rates in the early 1980s. With a technologically very competitive West German 
economy which recorded the relatively highest surpluses in the trade balance 
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vis-a-vis other EC member countries, a strong pressure to reduce inflation rates 
was felt in other EC countries. 

Low German inflation rates - ranging between 0 and 3 percent after 1983 - 
implied a gradually improving intra-EC price competitiveness of German firms. 
This happened at the expense of competitors from EC countries with a faster 
price increase unless a nominal devaluation of the respective currency would 
have fully compensated for the inflation differential; this was not typical of 
realignments in the EMS. However, as devaluations are conceived to be 
politically embarrassing and might also increase real interest rates in countries 
which rely on foreign borrowing (in particular Italy, France) aU ERM-countries 
tried to avoid parity changes and instead follow the monetary stability course of 
the Deutsche Bundesbank. 



2.2 German Dominance in the EMS? 

Taking into account the convergence of inflation rates and short-term interest 
rates in the EMS, the degree of influence of the Deutsche Bundesbank on other 
central banks' policies in continental Europe can be assessed from various 
perspectives: (i) EMS countries - confronted with the risk of speculative attacks 
from the U.S., Japan and other financial centers - faced incentives to fall in line 
with German monetary policy and hence to reduce the exposure to external 
financial shocks; (ii) the short-term interest rate linkages within the EMS ran 
dominantly from Germany to other EC countries which reduced the 
effectiveness of a monetary policy, so that German monetary leadership was 
easier to accept; (iii) within the EC Germany's position in the fields of trade and 
investment was dominant and potentially reinforced by a low-inflation policy of 
the Deutsche Bundesbank, so that the politico-economic resistance against high 
inflation rates was strengthened in the EC. 

All three aspects played a role in the actual developments. The Deutsche mark 
absorbed pressures from dollar volatility in periods of turbulence to a higher 
extent than other continental EC currencies (Giavazzi and Giovannini 1986). 
Moreover, by implicit monetary cooperation in the EMS, some central banks 
have apparently been able to borrow reputation firom the Deutsche Bundesbank 
and were thus able to reduce the inflation rate by more credible policies 
(Giavazd and Pagano 1988; for a different view see Fratianni and Von Hagen 
1988). Changing expectation patterns in the EMS-setting as well as the policy 
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regime adopted in the continental EC - more cooperative and with accepted 
German leadership after 1982 - have affected monetary policy and the inflation 
record in the EC (Collins 1988). 

As regards short-term interest linkages, empirical evidence (Smeets 1989, 1990) 
suggests that Germany indeed dominated short-term interest rates in the EC. 
With respect to real interest rate divergence, one may state a hypothesis: To the 
extent that long-term real interest rates are influenced by the marginal product 
of capital, the much more diverging long-term real interest rates reflect the 
asymmetric intra-EC distribution of technologically determined firm-specific 
advantages - reflected in gross foreign direct investment flows (with Germany 
dominating) - and hence imperfections in the trade of know-how and industrial 
property rights in Europe. 

As a matter of fact, Germany advanced to the center country of the continental 
EMS which benefited as a whole from a downward inflation convergence. With 
the U.K. opting for flexible exchange rates, the Deutsche Bundesbank emerged 
as the leader in monetary policy in the continental EC which enjoyed 
considerable exchange rate stability in a period of high volatility of the 
exchange rate of the dollar, the pound sterling and the yen. The British 
absenteeism in the ERM was of particular importance because London's 
financial center role in combination with a floating sterling attracted (and 
perhaps generated) speculative forces of the global financial market which could 
otherwise have galvanized and destabilized the EMS system. The trilateral gross 
short-term capital flows USA-Japan-UK(or EC) are much higher than the capital 
flows in the continental EC, where floating exchange rates as such are likely to 
increase speculative flows. 

The Anchor Role of the DM 

With the pound sterling left outside the ERM, only the Deutsche mark remained 
as a major international currency in the system. With the U.K. staying outside 
any commitment to fixed exchange rates and central banks in France and Italy 
obviously being interested in borrowing credibility of monetary policy from the 
Deutsche Bundesbank, the large German economy strongly contributed to 
supplying the international public good of price stability in the EC in the 1980s. 

Various factors reinforced monetary cooperation along a disinflation trajectory 
among the ERM countries. On the one hand, inflation prone countries faced the 
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risk of rapidly eroding competitiveness in the case of high sustaining inflation 
rates; from a fiscal revenue perspective inflation-induced reductions of the real 
interest rates and higher "inflation-seigniorage" had to be weighed against 
growth-augmenting and thus revenue-increasing advantages of price stability. 
With low inflation rates, reduced risk for the private sector to confuse 
inflationary and relative price changes should encourage growth as well as a 
tendency to raise average maturities in capital markets so that productivity- 
augmenting long-term investment and innovation projects are easier to realize. 
Furthermore, high inflation differentials in a system with at least one stability- 
oriented big country would have called for periodic devaluations - that could 
reinforce inflationary anticipations - and also upward pressure on real interest 
rates (including a risk premium to reflect the uncertainty to whfch extent politics 
would allow the inflation differentials to be reflected by a corresponding 
adjustment of parities). The Federal Republic of Germany enjoyed the benefit of 
a gradual real depreciation in the EMS which reinforced the German trade 
balance surplus whose regional breakdown at the end of the 1980s showed the 
EC- 11 group to amount to 3/4 while the trade volume reached only 50 %. 

If an increasing current account surplus goes along with a net outflow of FDI, 
as in the case of Germany in the 1980s, the deficit countries do not have to 
increase interest rates as much to attract capital inflows as in a situation in 
which the current account surplus country records net inward FDI. A non-center 
deficit country normally has to increase the interest rate to attract capital that 
will finance a rising current account deficit - ultimately higher interest rates 
translate into reduced investment of domestic firms and lower expenditures of 
private households, so that with given government expenditures on goods and 
services a drop in absorption brings about the required correction in the trade 
balance. However, another approach might be taken to correct this imbalance, 
namely inward foreign direct investment which increases production potential 
and contributes to generate net exports for the host country. Big countries with a 
considerable demand potential (a large population with high per-capita-incomes) 
can thus finance high public deficits for quite some time provided the current 
account surplus country does not switch from an export to an import position in 
its foreign direct investment balance. Viewed from this unusual perspective of 
the German unification process which will encourage inward FDI and reduce 
outward FDI for quite some time, Italy as the leading public deficit country 
could face particular problems in the 1990s. 
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Political influence over monetary policy in the EC has been biased towards 
Germany so far. There has been German dominance in monetary policy on the 
European continent which has implied a loss of policy sovereignty for most 
other countries, while the role of the DM as a reserve currency and an 
important parallel currency in eastern Europe has made monetary policy control 
more intricate for the Deutsche Bundesbank. The French concerns of the visible 
loss of monetary sovermgnty led in 1988 to the institutional iimovation of a 
German-Franco Finance and Economic Council comprising the Ministers of 
Economics and of Finance plus the two central bank presidrats; Germany’s 
govemment-indq>endent central bank accepted this institution only with 
reservations because its status seemed subject to erosicm. 

Germany's position in world industry and trade in combination with a long- 
standing stability-oriented monetary policy of the Deutsche Bundesbank made 
the Deutsche mark the anchor of the EMS. The leadership role of the Deutsche 
Bundesbank is surprising in view of the monetary approach to the balance of 
payments. It suggests that in a fixed exchange rate system high inflation rates in 
one big country tend to dissipate to the whole system. The direct international 
price mechanism pushes prices of tradables upwards - as in the case of the 
Bretton Woods System and inflationary U.S. policy in the 1960s - and the 
ensuing excess demand for money in other countries leads to capital imports or 
an excess supply in the tradables markets. The resulting excess supply in the 
currency market forces the central banks to raise the stock of money by way of 
intervention, where higher discount rates or other measures to sterilize the 
liquidity effects of intervention can help to maintain desired monetary expansion 
as long as domestic and foreign bonds are not perfect substitutes. 

However, the EC countries are asymmetric with respect to foreign direct 
investment flows and the capability of its respective industry to exert price 
leadership in international oligopolistic markets. Germany's trade surplus vis-a- 
vis major EC partners reinforce its price leadership position, at least as long as 
increasing capacity utilization and sustaining unemployment allow further output 
increases under limited pressure of rising relative unit labor costs. Moreover, in 
a technologically leading country (Germany: 40 % of EC manufacturing ouQ)ut) 
with an elastic pool of technological opportunities that allow it to match higher 
interest rates with a higher marginal product of capital, the link between 
international financial marlmt rates and investment is probably less weak. 
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In this perspective of the asymmetries of the EMS it is not so surprising that it 
was not the relatively inflationary policies of France and Italy which dominated 
the EMS but the Deutsche Bundesbank with its emphasis on price level stability. 
Part of the explanation for this refers to industrial economics and the role of 
foreign direct investment flows. A direct international price li nk in markets for 
tradable manufacturing goods can be conceived to be the result of oligopolistic 
price leadership exited by that country whose industry is (more or less) 
dominating as evidenced by strong firm-specific advantages and high FDI. 
Moreover, since firm-specific advantages determine foreign direct investment, 
one may conclude that (big) countries with a high stock of outward FDI largely 
determine the development of the price level within a system of fixed exchange 
rates. This role was played in the Bretton Woods system by the USA. 

Germany structurally benefitted firom the real depreciation of the Deutsche 
mark, where foreign subsidiaries' higher profits, measured in domestic goods, 
played a particular role. Moreover, the Federal Republic enjoyed relatively 
strong economic growth impulses via increasing surpluses in the trade balance 
vis-a-vis the other EC countries - a position that might erode after German 
unification. 

German Unification 

The intra-German economic and monetary unification poses several problems 
for the EMS. These problems concern mainly (1) the institutional balance of 
power between government and the central bank in Germany, (2) the economic 
weight of the Deutsche mark, (3) the problems of advancing the EMS along the 
lines of the Delors report, (4) implications of German monetary union for 
furthCT European monetary integration and (5) the history of central banking in 
Germany as a point of reference for the development of an EC central bank 
system. 

German unification does not only raise questions of national internal balance of 
power, it also implies external political problems that are relevant for EC 
monetary integration. There is the risk that the German interest in supporting 
progress in the EC integration process will reduce as German politics shift to 
adopt a more national(istic) and self-centered perspective (Welfens, 1990c). 
Moreover, there is the general caveat that German unification might create 
political instability in Germany which would make German political leadership 
in monetary affairs impossible because of lack of internal consensus, and this in 
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a period in which other EC countries become less willing to accept German 
dominance in any politically relevant field. Finally, the general reinforcement of 
national concerns over European or supranational decision-making is likely to 
influence the future EC central bank's institutional framework to be agreed upon 
in the intergovernmental conf^nce 1990/91: Members of the central bank 
council might be expected to represeiit national interests and to take national 
politics into account. This would impede the functioning of an EC central 
bank's ability to formulate consistent monetary policies and financial regulations 
that focus on EC markets as a whole. 

With respect to monetary int^ration in the EC, a rise of interest rates in 
connection with German unification has specific impacts: namely, that Italy, 
Belgium, Spain and Greece which face high public deficit/national ou^ut ratios 
(highest in Italy: 10 percent; in contrast to this is West Germany: 2 percent in 
1990) will now find it more difficult to reconcile the liberalization of capital 
flows and price stability. The switch to free capital flows already implies a 
higher burden of interest payments for heavily indebted governments. These 
governments also fear the induced reduction of tax revenues that is to be 
expected both because of the likely downward international tax spiral and 
reduced investment/output growth as a consequence of higher domestic interest 
rates. Moreover, this increases the pressure to resort to an inflationary finance 
of government deficits, and this will reinforce tendencies to keep political 
control over central banking in the EC. 



With German unification the Deutsche mark wiU face greater problems in its 
role as an anchor of stability in the EMS. Even with a prudent monetary policy 
of the German central bank, there is a risk that Gmnany - becoming more 
closely tied with eastern Europe - would be particularly involved in uncertainties 
and instabilities that surround the reform processes in Eastern Europe and the 
USSR. Country-specific high volatility in Germany's financial markets could 
mean greater volatility of interest rates and new problems for controlling 
monetary aggregates. Moreover, the idea of a long-run narrowing of parity 
spreads seems to be doubtful in a capital-control free EMS after German 
unification and British adherence to the ERM. For this means the double 
exposure to "CMEA shocks" - mostly affecting Germany and the DM - and 
global financial shocks that would mainly feed into London and affect via the 
British pound the whole EMS. 
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2.3 Problems of Integrating the U.K. into the EMS 

Opinion polls among business leaders in the U.K. showed in the late 1980s an 
increasing share of proponents of full-fledged British EMS membership. 
Pragmatism in the field of European monetary cooperation is likely to gain 
ground in the U.K. in the 1990s, where an ERM membership will sharply 
reduce the exchange rate risk and thereby reinforce the substitutability of bonds 
issued in the U.K. and in the continental EC countries; thereby encouraging 
capital inflows, the British gov^ment might hope to reduce interest rates and 
spur growth. Too long, it seems, have British policies &vored applying the 
bralffis with respect to EC monetary integration so that control over the speed 
rather than an impact on the direction of the process was exerted. 

With the U.K. fuUy joining the OklS institutions - with a broad exchange rate 
band of +/- 6 % - the system itself might, however, become much less stable 
than it currently is. The British position has so &r emphasized three traits of the 
U.K.: Its status as an oil exporting country, a high stock of non-EC FDI and 
London's role as a global financial center (Leigh-Pembenon 1989). In the 
perspective adopted here only the latter aspect seems to be of particular 
significance in the context of the EMS. British membership in the ERM would 
require the U.K.'s monetary policy to defend the parity of the pound sterling 
which is an important international vehicle currency and subject to heavy swings 
in global financial markets. In 1989 London as a financial center still had the 
highest share in the global turnover of foreign exchange: 34 percent compared 
to New York and Tokyo, respectively, with 24 and 21 percent; Zurich and 
Paris, respectively, followed with 10 and 5 percent; Brussels and Amsterdam 
each accounted for 3 percent (Economist 1989). Moreover, foreign investors' 
percentage of total turnover in European stock exchanges was particularly low 
in Germany (9 percent), higher in Paris and Amsterdam (44 and 50 percent) and 
quite important in the U.K.: 21 percent at the London Stock Exchange and 48 
percent at the SEAQ International in 1988. 

In addition one should bear in mind that stock market capitalization as a share of 
national income reached 85 percent in 1988 and was thus about four times as 
large as in Germany and France where a restricted M&A menu has contributed 
to limiting the potential role of foreign influences in the stock marlffit. Much 
more important than the sometimes quo^ special role of the pound sterling as a 
currency of an oil exporting country thus seems to be London's role as a 
financial center. Taking due account of a traditional British lead in the insurance 




241 



industry, this role might further increase as a consequence of EC 1992 and other 
upcoming liberalization schemes in the EC. Intra-EC competition as well as 
preferences on the side of external demand - mainly from professional fund 
managers outside the EC - could, however, lead to a single European stock 
market, for which the London Stock Exchange proposed to join forces with the 
German Federation of Stock Exchanges. The increasing demand for investment 
banking in connection with the formation of EC 1992 could provide momentum 
to build an integrated EC market system. 

3. EC 1992 and Monetary Integration 

The formation of a single EC market for goods and services as of end-1992 will 
not only affect static and dynamic efficiency as well as economic performance 
in the EC countries, but will also fundamentally change the structure of 
increasingly multinational industries with internationally diversified production 
facilities. Moreover, the transnationalization of industry in the sense of a more 
int»nationally diversified ownership of capital and industrial property rights 
plays an increasing role - leading multinationals' stocks are already quoted at 
major stock exchanges and could thereby reinforce international stock market 
linkages which became stronger in the 1980s (Von Furstenberg/Jeon 1989). Vis- 
a-vis the U.S. major continental EC countries' "terms of capital", defined as 
relative international stock market prices, were more volatile in the 1980s than 
those of the U.K. with its combination of flexible exchange rates and more open 
capital markets, while the British terms of trade (for goods) were exceptionally 
volatile (Welfens 1990a, p. 174). This could imply that capital market 
liberalization in combination with greater exchange rate flexibility is an 
impediment to greater trade in goods which suff^ from exchange rate risks 
(empirical evidence: De Grauwe 1987; Caballero/Corbo 1989). 

Transnationalization, multinationalization and reduced capital controls could 
imply greater price volatility of heavily traded blue chips, but also a greater 
scope of stocks traded internationally as well as a closer link between volatility 
of stock markets, bonds markets and foreign exchange markets. 

Financial integration will induce via greater competition financial iimovations, a 
relocation of capital and lower real interest rates. Privatization and reduction of 
state subsidies could stimulate at the same time iimovation as well as efficiency 
and lead via an increase in the marginal product of capital to higher real interest 
rates, faster growth and increasing tax revenues - but the nations' bid for more 
mobile capital will reduce effective revenues from capital income. In view of 
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the current reliance on public deficits and inflation-based seigniorage in some 
EC countries, economic growth is a key to creating political conditions in the 
EC that would allow the implementation of an EC central bank with a priority 
on price stability. 

With greater capital mobility economic stability could be impaired by short-term 
flows between non-cooperative financial center regions. Due to external 
economies of scale or thick market externalities the challenge for London as 
Europe's international financial center seems to be limited (Grilli 1989)-, 
however, because inter-bank dqwsits are much influenced by the size of the 
economy and, probably even more so, by the stock of FDI, German unification 
could intensify rivalry among financial centers but also accelerate the drive 
towards new joint ventures and international M&As. Stage I of the EMU in 
combination with the Single Market Program is likely to affect the allocation of 
capital-intensive resources within the EC and to change the transmission process 
of policy impulses. Income, employment and wealth effects might create policy 
problems both with respect to distributional aspects and to (regional) economic 
stability. The role of fiscal and monetary policy will certainly change in the 
context of EC 1992, where the proposals of the Delors report are so far the 
most discussed vision of a future EC monetary policy and a framework for 
fiscal policies - tax issues, however, have been neglected firom the outset. 

3.1 Delors Report and Resolution of the EC Parliament 

The main proposals for EMS advancement were brought forward by the 
European Parliament and the Delors report. The political approaches of the 
Delors report and of the European Parliament's Resolution take the existing EC 
as the principle point of departure for closer policy cooperation and the 
formation of a currency union. There is hardly political room to achieve 
currency unification along the lines of an optimal currency union. Instead, one 
may have to ask, which institutional changes are necessary, to make such an ex 
ante currency union an optimal "ex post currency union". 

Facing the task of developing proposals for a comprehensive monetary 
integration the Delors group published a study on the virtues and options of a 
joint economic and monetary integration process. Economic and Monetary 
Union was proposed as an appropriate complement to the 1992 project. There 
are three stages envisaged in the monetary integration process: The elimination 
of all capital controls in all EC countries by 1992 is foreseen as a first important 
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Step. At the same time the coordination of macroeconomic policy in the EC is to 
be intensified - though not meaning binding commitment thereby revitalizing 
the long-standing agreement of policy cooperation of 1974. Moreover, parity 
changes should be avoided by making appropriate use of other measures for 
external adjustment, where the Committee of Central Bank Governors - created 
as early as 1964 - is expected to state adequate policy proposals. National EC 
central banks should become more independent of domestic policy institutions. 
Then, in stage n, a more intensive policy coordination is to be realized, where a 
European System of Central Banks would coordinate monetary policy and 
implemrat narrower parity margins, while a more comprehensive EC regional 
and structural policy would be adopted; in the field of fiscal policies policy- 
monitoring on the basis of agreed medium-term policy formulations and budget 
deficit rules should be realized. A revision of the EC Treaty should ultimately 
lead to a monetary union with strictly fixed exchange rates and an 
institutionalized EC central banking system that implements EC monetary policy 
and, using the pool of national currency reserves, exchange rate interventions 
vis-a-vis non-EC currencies; finally a common EC currency would be 
introduced in stage m. 



In summary, the Delors report proposes for the long run a priority of goals, a 

structure, organization and status of the European System of Central Banks that 

is akin to the Deutsche Bundesbank. The Report states that the ESCB would be 

based on the following principles (Delors Report 1989, 18-20): 

- the system would be committed to the objective of price stability; 

- subject to the foregoing, the System should support the general economic 
policy set at the Community level by the competent bodies; 

- the System would be responsible for the formulation and implementation of 
monetary policy, exchange rate arid reserve management, and the nmntenance 
of a properly functioning payment system; 

- the System would participate in the co-ordination of banking supervision 
policies of the supervisory authorities... 

- a federative structure. ..; 

- establishment of an ESCB Council (composed of the Goverrurrs of the central 
bank and the members of the Board, the latter to be appointed by the 
European Council), which would be responsible for the formulation of and 
decisions of the thrust cf monetary policy; modalities of voting procedures 
would have to be provided for in the Treaty; 

- establishment of a Board (with supporting staff), which would monitor 
monetary developments and oversee the implementation of the common 
monetary policy; 

- natiOTUil central banks, which would execute operations in accordance with the 
decisions taken by the ESCB Council... 

- Independence: the ESCB Council should be independent of instructions from 
national governments and Community authorities; to that effect the members of 
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the ESCB Council, both Governors and the Board members, should have 
appropriate security of tenure; 

- Accountability: reporting would be in the form of submission of an annual 
report by the ESCB to the European Parliament and the European Council. 

The European Parliament has developed its own proposals that differ slightly 
from the Delors group in that currency imification is emphasized more, and, 
naturally, a stronger role of the EC central bank's reqwnsibility vis-a-vis the 
Parliament is suggested. The European Parliament adopted on April 4, 1989 a 
Resolution Concerning the Development of European Currency Integration 
which calls for (i) the int^ration of all EC countries in the Exchange Rate and 
Intervention System of the European Currency System, (u) an increasingly 
convergence-oriented intra-EC coordination of economic and social policy and a 
greater scope for regional policies, (iii) elimination of the parity bands of EC 
currencies and absolute fixity of parities provided sufficient convergence of 
economic policies has been reached. The resolution suggests that the Committee 
of Central Bank Governors should be responsible for proposing quantitative 
targets for monetary policy, important interest rate decisions and a common 
exchange rate policy vis-a-vis non-EC countries. The member countries wishing 
to adhere to the Exchange Rate Mechanism should institutionalize their 
cooperation by setting up a European Council of (Central Bank) Governors and 
a European Council for Fiscal and Economic Affairs which are to prepare in 
cooperation with the EC Commission and the European Parliament the currency 
union. The president of the EC Commission would participate with an advisory 
status in the deliberations of both Councils. By 1995 a European Central Bank 
should be established, where all national central banks are independent of the 
respective national governments. The ECU would replace all national 
currencies, although the existing currencies would remain valid over a transitory 
period until end-1997. This timing schedule proposed by the European 
Parliament is ambitious, but it is interesting to note that the reasoning of the EC 
Commission and of the European Parliament is parallel in many fields. Of the 
two the Delors report is certainly more influential. 

Ejections on the Delors Report 

The Delors report emphasizes the principles of parallelism with respect to 
monetary and economic (real) integration, of convergence in economic 
performance and policies, the principle of subsidiarity - supranational (national) 
policy bodies should only act in fields where national (local) policy is 
ineffective - and the need for cooperation. The latter concerns both a growing 
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coordination of national fiscal policies in the ECOFIN (European Council of 
Economic Ministers and Finance Ministers) and closer, gradually intensifying 
cooperation of EC central bankers whose degree of national policy autonomy is 
viewed as reduced because of narrowed opportunities to conduct an independent 
monetary policy in an economic community with increasing capital market 
integration and greater capital mobility. Hie Ddors rqxirt argues against 
monetary financing of public budget deficits but does not raise the question of 
the distribution of seigniorage. 

Criticism, suggesting fields for improvements, might be voiced against various 
ideas and suggestions in the Ddors report; in particular, it is surprising that the 
role of price stability as a prime goal of EC monetary policy is not more clearly 
evoked, although it seems clear for many theoretical reasons that the benefits of 
monetary integration critically dqiend on the ability to maintain a low inflation 
rate. Price stability would avoid relative price distortions that derive from the 
positive correlation between mean inflation rate and inflation variance. 
Moreover, depending on the interest rate elastidty of the money demand, a 
welfare-augmenting reduction (welfare-reducing increase) of the inflation rate 
would increase (reduce) the desired per-capita stock of money. Another critical 
point concerns the idea that greater convergence of economic performance 
through the strengthening of economic and monetary policy coordination is 
required (Delors Report, p. S4); policy coordination in the apparent sense of 
IK)iicy convCTgence - e.g. adopting similar ranges for public defidt-GNP ratios - 
is one thing, convergence of economic performance another, and both are not 
necessarily related to each other. Project EC 1992 could indeed lead at least 
transitorily to a diverging economic performance of EC member countries. 
Convergence in economic performance might not so much be expected as a 
result of policy convergence across nations, but as a result of intensified market 
competition. 

The Delors Report calls for greater political independence of national central 
banks as a vital ingredient for a relatively independent future EC central bank. 
Except for the Netherlands, Denmark and Germany, this proposal requires 
complicated political and constitutional shifts. Too much "consensus capital" 
might be used on this issue and not leave enough room for achieving consensus 
on a final transfer of sovereignty to the supranational EC level. Much less 
scarce political consensus capital would be wasted, if one had emphasized that 
the final stage of EMU, the creation of an EC central bank offers the unique 
chance to merge existing national banks under a unique superior institutional 
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framework. Greater independence of central banks is certainly a more 
fundamental problem for the treasury-dominated central banks in the U.K. and 
France as well as for Italy, where an interministerial committee is responsible 
for the basic orientation of monetary and foreign exchange policy. In the Italian 
case the position of the central bank might be changed towards greater 
independence in connection with EC-1992 induced changes in the state- 
dominated insurance and banking industry whose status as shareholders of the 
Italian central bank gives them via the Consiglio Superiore the right to decide 
about the appointment and dismissal of the central bank management. 
Privatization of major state-owned insurance companies, state-owned banks 
(banks under public corporate law) and the Europeanization of state social 
insurance organizations could be a welcome point of departure in changing the 
status of the Italian central bank. 

3.2 EMS Hardening, EC 1992 and Monetary Integration 

The Italian switch - accompanied by a lira devaluation - to the standard narrow 
spread around parities in early 1990 as well as the removal of capital controls in 
all major EC countries by mid-1990 are supposed to contribute to EMS 
hardening. Its rules will be shared by all continental EC countries, and the EC- 
wide pledge to remove capital controls should then contribute to higher 
efficiency of capital allocation in the EC. At the same time free capital 
movement will put the political systems under stress because suppliers of non- 
tradables and owners of immobile factors located in regions that particularly 
attract EC capital will benefit, while other regions will suffer from downward 
pressure on the price of labor, goods and real assets. In this respect the Delors 
report suggests a center-periphery problem that might require additional EC 
regional funds. However, as long as exchange rates are flexible vis-a-vis the 
dollar and the yen, changes in the external exchange rate of "disadvantaged” 
countries might contribute to attracting additional inward foreign direct 
investment from the world's biggest FDI pools, the U.S. and Japan. The fact 
that the removal of EC capital controls takes place in a period of global capital 
liberalization - with Japan still being on the way to progressive liberalization - 
improves the opportunity for a successful, sustaining liberalization move in 
Europe. Both the negative aspect of EC 1992, namely the fear of fortress 
Europe, and its positive aspects, namely the creation of a bigger market with 
economically more prosperous private and corporate citizens will attract 
Japanese, but also U.S. capital inflows. 
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Nevertheless, EMS hardening means risks for EC governments that will face a 
closer interdependence of financial markets in Europe. With the narrowing of 
the lira spread to the standard margin of +/- 2.25 percent, the pressure for 
converging nominal interest rates within the EC will increase. This holds not 
only because profitable interest arbitrage will allow only for nominal interest 
rate divergences up to 4.5 percentage points, but also because a lower spread 
implies smaller exchange rate risks for speculative capital flows as compared to 
a situation of a larger ^read around parity. In periods of changing exchange 
rate expectations speculative capital flows should therefore be expected to 
emerge faster and more massively than in the past. Moreover, real interest rates 
will converge more quickly in the EC in the future because the creation of a 
single EC market in combination with more mobile real capital and technology 
imply faster intra-EC equalization of regional marginal products of capital 
which should in turn be equal to risk-adjusted real bonds rates. Moreover, the 
increasing share of tradable goods and a growing scope of goods arbitrage 
should synchronize the dissipation of inflationary impulse in the EC so that in 
combination with deliberate monetary policy convergence real interest rates will 
considerably converge in the EC. 

If, however, monetary (inflation) divergence would occur in an environment of 
increased capital mobility in the EC in the 1990s, the prospects for hardening 
the EMS would be bleak, and firequent adjustment of parities could be on the 
agenda of the EMS once again. Moreover, and this points to the importance of 
achieving low inflation rates in the EC, the negative link between inflation rate 
and average bond maturity (contract length in financial markets) means that 
capital mobility increases in periods of higher inflation in the sense that shorter 
roll-over financing periods make international reallocation of capital easier. If 
more frequent parity adjustments were required in the 1990s this should, 
however, not necessarily be taken as an indicator of a demise of the EMS. Since 
real developments and shifts in connection with the EC 1992 project will require 
parity changes anyhow, adjustments in the parity grid could do justice both to a 
changing intra-EC industrial landscape and to the risk of inflation-induced 
misalignment risks. 

Various factors contribute to the risk for inflation divergence in the EC in the 
1990s and inflation convergence at higher levels. Germany might adjust its 
objective function for monetary policy and accept higher inflation rates. 
Increased competition on the supply side of the loan market will create 
endogenous pressure to reduce reserve requirements in the countries with the 
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highest (net) ratios, namely Italy, Spain and Portugal (Folkerts- 
Landau/Mathieson 1989; Reither 1990). Seigniorage will consequently reduce, 
if higher inflation rates do not raise it again, where the non-indexation of tax 
schemes is an additional and probably highly relevant factor which invites 
inflationary policies. The ultimate test on commitment to low inflation rates in 
all EC countries might indeed be the willingness to adopt tax indexation 
schemes. 

Increased competition and abolition of capital controls nevertheless do not 
automatically imply better prospects for efficiency and growth in the EC, but it 
could actually accentuate some existing distortions in the EC. The taxation of 
capital income still differs significantly within the EC, where one dividing-line 
is different tax rates for domestic and foreign residents (Folkerts- 
Landau/Mathieson 1989, p. 10; Giovanmm 1989), so that free capital flows 
cannot be expected to equalize gross marginal products of capital within the EC. 
Another impediment to this is restricted M&A menus as determined by the share 
of government-owned industries and banks, where privatization should increase 
the required and the actual return on investment. The elimination of capital 
controls can be expected to particularly benefit countries with no withholding 
tax, which means benefits for Luxembourg and Germany, where for political 
reasons and fear of further capital outflows the introduction of a withholding tax 
on bank accounts was repealed within 6 months in 1989. With increasing 
mobility of funds lack of intra-EC tax harmonization becomes a serious 
impediment for achieving optimal allocation. To the extent that different 
national tax schemes are reflected in the exchange rate - where, however, no 
unambiguous links exist - the move to a common EC currency would require as 
a first step the harmonization of tax codes in the EC. Moreover, for a consistent 
parity interlocking preceding the introduction of a common EC currency, non- 
distorted flows of goods and factors in the EC are a prerequisite. 



3.2.1 Real Integration, financial Markets and Monetary Integration 

The early 1990s will witness more open financial and competitive markets in the 
EC (Key 1989; Walter 1990). However, the emergence of a fully integrated EC 
financial market should not be expected because different currencies and 
multinationals headquartered in competing currency areas would still imply a 
certain fragmentation of capital markets. Only with currency unification and tax 
rate harmonization could this be expected in the EC. Impediments to European 
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growth mentioned by Aliber (1987, p. 389-90) will hold for quite some time. If 
we add to this that segmentation discriminates smaller, often very innovative 
companies, that state-ownership in banking and industry still restricts the 
European M&A menu and that increasing intra-EC mergers increase the role of 
powerful multinationals whose portfolio behavior could destabilize currency 
martets by transactions in connection with currency substitution, the full benefit 
of free capital movements and a single EC market will be difficult to realize 
without comprehensive monetary integration. 

Nevertheless, deregulation envisaged in the EC and removal of capital controls 
will promote the emergence of a more integrated and competitive EC financial 
market. The principle of home country supervision plus harmonization of basic 
supervision will ensure with the abolishment of capital controls that both 
competition in the marketplace as wdl as competition among regulators will be 
considerable. An additional factor for European interest rate convergence will 
indeed be intensified competition in financial markets. After 1992 increased 
competition in enlarged goods markets will encourage big firms as well as 
smaller firms to seek decidedly reduced capital costs by shifting financial funds 
to the cheapest source within the EC. Sharp competition among banks might 
induce them to take unusually high risks and realize financial innovations that 
could outpace the fragmented and slowly reacting supervision authorities in the 
EC. 

Prudential supervision becomes thus quite important, and if it is true that the 
productivity of a country's currency is tied to the soundness of its financial 
system, the kind of regulatory competition obsmved will be important in 
Europe. Under the principle of a single licence for banks as well as insurance 
companies and the rule of home country supervision, long-term oriented 
conservative financial regulation schemes might be at a premium. "Regulated in 
Germany" (or Great Britain) could become as much an immaterial asset as the 
trade mark "Made in Germany". The switch to a single EC currency would, as 
the example of the U.S. suggests, not rule out a competitive state-based 
regulation of the banking and investment industry. 

Financial market integration does not, however, necessarily imply that the 
degree of international asset substitutability within the EC will increase, 
although this is to be expected in the long term. As the special Italian case of 
government bonds paying higher interest rates than commercial ones suggests 
here, interest-bearing assets of different issuers cannot always be deemed to be 
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close substitutes. Assets of various EMS countries are not necessarily better 
substitutes among each other than various pairings of US and EMS countries' 
assets. The asset market theory of exchange rate determination places, however, 
much emphasis on the substitutability of assets denominated in different 
currencies. If domestic and foreign bonds were perfect substitutes it will hold 
that i = i* + f-e/e (with i, i* standing for the nominal interest rate at home and 
abroad; f and e representing the forward and the spot exchange rate, 
respectively). The validity of purchasing power parity - r* = e^-e°/e°) 
which is doubtful in the short term implies with i = r + t (Fisher formula) that 
real interest rates on bonds are equal across countries. Investment flows would 
adjust accordingly. 



3.2.2 The Role of Foreign Direct Investment in Asset Market Equilibrium 

From a theoretical point of view EC 1992 in combination with monetary 
integration in the sense of narrowed exchange rate margins implies that there 
will be a stronger convergence of nominal interest rates in the EC. Moreover, 
greater inflation rate convergence as a consequence of a reinforcement of the 
law of one price in a unifying EC market would imply a convergence of real 
interest rates on bonds denominated in different currencies. A convergence of 
real ffnancial interest rates (r) should increase the pressure to equilibrate 
marginal products of capital (MFC) across EC countries, the link being profit- 
maximizing firms whose investment is driven by the incentive to establish 
r=MPC. However, the dominant impulse for financial market equilibrium 
could also emerge from increased real capital mobility - as represented by 
higher intra-EC FDI (only from a faster tendency of MFC = MFC* results then 
the faster equilibration of r = r* (being equal to MFC in each country)). 

A specific asymmetry concerns the regional intra-EC distribution of firm- 
specific, mostly technologically determined advantages as well as of locational 
advantages that are, from a theoretical point of view, important for foreign 
direct investment flows. In this regard the U.K., the Netherlands (both very 
US-oriented) as well as Germany and France are important both as source and 
as host countries; the latter also include Italy and Spain. As FDI affects the 
marginal products of real capital in the regions/countries of the EC, the 
asymmetry in multinationalization is important for a "full arbitrage equilibrium" 
in Europe. This equilibrium means that three conditions hold simultaneously: (i) 
risk adjusted equality of national bond interest rates; (ii) marginal product of 
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capital in each country equals real interest rate on bonds; (iii) and finally the 
marginal product of capital is equal across countries. If the real bond interest 
rate increases above the marginal product of capital in a major FDI source 
country multinational firms wiU shift a greater share of investment to other EC 
countries so that MFC abroad will decrease (with heterogeneous capital goods, 
FDI inflows might actually raise the host country's MFC by improving MFC in 
up-stream and down-stream activities). 

It is interesting to put capital marimt liberalization and EC 1992 in the 
perspective of the standard asset market approach to exchange rate 
determination (survey: Claassen 1980). However, one has to go one step further 
and take into account the international investment dimension because a full 
arbitrage equilibrium can only be achieved if the marginal product of capital in 
all countries and hence investment is related to changes of the interest rate in 
bonds markets. Moreover, if the exchange rate changes, not only the relative 
price between tradables and non-tradables and the terms of trade change, but 
also the relative price and yield of assets denominated in difterent currencies. 

An important theoretical aspect is connected with FDI and financial capital 
flows in a modified asset market model where a simple modification is 
introduced by assuming that the demand for money as well as for foreign and 
domestic bonds is proportional to financial wealth W and that the desired 
portfolio shares depend on relative returns and - entering with a positive sign in 
all demand equations - on real national income Y. The latter is given in the 
short run but can change via demand impacts in accordance with the trade 
balance in the medium term and in accordance with supply-side effects coupled 
with domestic and foreign investment in the long term (and imported input 
factors). In the goods market of a simple model the supply side would be 
determined by the capital stock K that is partly foreign-owned and labor L, 
while FDI flows enter on the demand side in the investment function I(q, r, r*): 
Both the domestic and the foreign real interest rate r and r"^, respectively, and 
the terms of trade q: =eF*/F which influence the real value of dividends firom 
FDI determine the investment function here. 

As a point of departure we take an expansive open market operation that shifts 
the money market equilibrium schedule MM and the domestic bonds market 
equilibrium schedule BB, respectively, to the left (Fig. 1); it is assumed that the 
country internationally is in a net creditor position, so that it holds a positive 
stock of foreign bonds F - naturally F* is, on balance, negative in the rest of the 
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world. Given the slope of the foreign bonds equilibrium schedule FF, the 
leftward shift of MM and hence the depreciation of the exchange rate e is the 
smaller, the greater the interest elasticity of the demand for money ; financial 
innovation, lower bond-money conversion costs and the growth of 
multinationals in the context of EC 1992 are likely to raise this elasticity. An 
offsetting impact, implying a steeper FF schedule, stems from a greater 
substitutability between domestic and foreign bonds that is to be expected in the 
context of capital market libaalization; a temporary reduction of the domestic 
interest rate induces a higher additional demand for foreign bonds than before. 
With respect to inflation which is disregarded in the following paragraph, we 
note that the intersection between the FF and the BB schedule determines the 
real interest rate, while the nominal interest rate i, determined by the sum of r 
and the inflation rate (say equivalent to BC), is relevant for the demand for 
money and money market equilibrium which implies that inflation lowers the 
real interest rate. Here, we take into account that the terms of trade eP*/P=q 
decrease with a switch from price stability to inflation because the reduction in 
desired per-capita money balances implies a once-and-for-all increase in the 
price level so that the trade balance deteriorates and a once-and-for-all reduction 
in the stock of foreign bonds occurs (upward shift of the FF schedule, passing 
through B). 



Fig. 1: FDI and Asset Market Approach to Fbrchange Rate Determination 



M = m(r,r»,B,Y)W (MH schedule) 

B = b(r,r*,B,Y)U (BB schedule) 

eF = h(r,r*,B,Y)W (FF schedule) 

U = M ♦ B + eF 

Equilibrium condition for 
goods market: 

Y®(K,L) = C(.) + I(q,r,r*) + 

+ G + X(.)-qX*(.) 




The open market operation considered here implies a new short-run equilibrium 
that is characterized by a higher exchange rate/terms of trade ei and a lower 
interest rate r^. If in a fixed exchange rate regime ei is already above the spread 
margin, the excess demand for foreign bonds will partly have to be met by the 
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central bank's selling of currency reserves/foreign bonds that offsets the initial 
monetary expansion. The higher the stock of inward FDI relative to the total 
capital stock, that is the greater the role of multinationals, and the more a 
correspondingly high intra-firm financial capital mobility reinforces the 
substitutability of domestic and foreign bonds, the steeper will be the FF curve 
(FF'), which in itself reinforces the need for coordinated interest rate changes. 
This limits the possibility of a central bank to implement an expansionary open 
market operation. The dominant role of German FDI in the EC supports in this 
view the dominance of the German central bank in monetary policy on the 
European continent. It is important to note: A depreciation improves the trade 
balance which implies increasing net capital outflows which, however, can 
consist of higher net FDI inflows (stimulated by chmiging rdative profits, where 
q enters) combined with higher financial capital outflows which primarily react 
to interest rates and, not treated here, to a changing expected nominal 
depreciation rate of the currency. Situations in which MFC > (<) MFC* can 
be combined with r falling short or exceeding r*. Both a trade surplus and net 
FDI outflows can reflect an improved competitiveness which makes an FDI- 
adjusted basic balance concept meaningful. 

If the trade balance was in equilibrium initially, the depreciation in connection 
with the J-curve effect means a short-term deterioration of the trade balance, but 
a long-term improvement. In the case of flexible exchange rates or within the 
margins of the parity spread a corresponding capital export in the long run is 
required. The immediate impact of the expansive open market operation is a 
lower interest rate and an excess demand in the money market that falls on 
foreign bonds and is fuUy absorbed by a corresponding depreciation - in the 
case of low capacity utilization that allows higher exports partly by a 
depreciation, partly by an increase of the stock of foreign bonds F and a 
corresponding appreciation (e2). In terms of foreign goods the real dq>reciation 
(eo is here the point of reference) makes the acquisition of companies cheaper 
for foreigners (also because of the drop of r). It will be restored by higher net 
capital inflows which means that F reduces and the d^reciation increases 
furthermore in the medium term; or, to put it in the explicit perspective of the 
stock market: foreigners will swap a given amount of foreign stocks for a 
greater share of K which might be dubbed an improvement of the foreign 
countries' "terms of capital". Net FDI inflows amount together with higher 
domestic investment, both stimulated by a lower interest rate, to a positive 
supply-side effect. The supply-side effects tend to support the terms-of-trade 
induced improvement of the trade balance so that F will increase in the long- 
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term (downward shift of the FF schedule), and higher output and national 
income will shift the MM-curve and the BB-curve to the right (point F). With a 
Me/z/er-type savings behavior that implies savings as a function of the 
divergence between target wealth and actual wealth, a medium-term increase in 
the price level and hence a reduction of M/P would stimulate savings and lead 
via a reduced absorption to a transitory reinforcement of the trade balance 
improvement. 

For a given ^change rate depreciation observed in the asset martet it holds: 
Hie higher the international FDI elasticity - and here capital import controls, 
state-ownership and location quality divergences enter the problem -, the greater 
the increase in the production potential and the higher the actual and anticipated 
long-term trade surplus. Taking into account the impact of 1992, the conclusion 
to be drawn is that short-term exchange rate volatility as measured by the first- 
round impact of monetary policy is likely to increase, but that more elastic 
foreign direct investment is likely to support self-corrective and largely 
anticipated exchange rate adjustments. Due to the "FDI-supply side effect", 
greater short-term exchange rate volatility will then imply only transitory 
problems for central banks' commitment to defend parity. In this sense a high 
degree of investment mobility supports the case for fixed exchange rates and 
ultimately for currency unification. 

3.2.3 Market Integration and Intra-EC Price Adjustment 

The EC 1992 project wiU create a single EC market without significant barriers 
to trade, and this facilitates regional price arbitrage. This development should 
reinforce the law of one price for tradable goods, and by rdnforcing parallel 
price movements across EC countries the intra-EC process of adjustments in the 
real interest rates will be affected. From the theoretical perspective of the 
monetary approach to the balance of payments, the speed with which national 
price increases for tradables translate via increasing "world market prices" into 
an excess demand for money in other countries pertaining to a fixed exchange 
rate system is particularly important. 

With respect to monetary policy the greater scope for the purchasing power 
parity implies that a given monetary impulse in some EC country will translate 
more rapidly into price increases in the whole EC. Especially if the share of 
tradable goods is rising, national central banks might turn to non-cooperative 
policies that pay less attention to price stability than so far - an argument in 




